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Docket No. 10620 


BASALT ROCK Co., INC., 
Petitioner, 
Vv. 
COMMISSIONER OF INTERNAL REVENUE, 
Respondent. 


DOCKET ENTRIES 
1946 

Apr. 22—Petition received and filed. Taxpayer 
notified—fee paid. 

Apr. 22—Request for hearing at San Francisco 
filed by taxpayer. 4/29/46 granted. 

Apr. 23—Copy of petition served on General Coun- 
sel. 

June 4—Answer filed by General Counsel. 

June 5—Copy of answer served on taxpayer. San 
Francisco, Calif. 
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1946 

Aug. 27—Motion for leave to file amendments to 
petition, amendments lodged, filed by tax- 
payer. 8/30/46 granted. 

Sept. 4—Copy of amended petition served on Gen- 
eral Counsel. 

Sept. 23—Answer to amendments to petition filed 
by General Counsel. 9/25/46 copy served. 

Oct. 4—Hearing set 12/2/46 at San Francisco, 
Calif. 

Dec. 13—Hearing had before Judge Van Fossan 
on merits. Motion of taxpayer to file 2nd 
amendments to petition granted. Respond- 
ent to file answer to 2nd amendments to 
petition. Ordered continued to Washing- 
ton, D. C. calendar (not to be set for 60 
days from 12/13/46. Stipulation of facts 
filed at hearing. Motion to file and 2nd 
amendment to petition filed & served. 
Answer to 2nd amendment to petition 
filed & served. 

Dee. 13—Order that motion be granted and pro- 
ceeding be continued to Washington, 
D. C. ealendar of 2/12/47 entered. 

1947 

Jan. 12—Transeript of hearing of 12/13/46 filed. 

Feb. 12—Hearing had before Judge Van Fossan 
for further hearing. Ordered submitted. 
Stipulation of facts filed. Briefs due in 
60 days—replies in 45 days. 

Feb. 24—Transeript of hearing of Feb. 12, 1947 
filed. 
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1947 

Apr. 10—Motion for extension to May 14, 1947 for 
filing of petitioner’s and respondent’s 
brief and to June 30, 1947 for reply 
briefs, filed by General Counsel. 4/14/47 
granted. 

Apr. 11—Brief filed by taxpayer. 

May 13—Brief filed by General Counsel. 

May 14—Petitioner’s brief served on General 
Counsel. 

June 13—Joint motion for extension to Sept. 2, 
1947 to file reply briefs filed. 6/16/47 
granted. 

Sept. 2—Reply brief filed by taxpayer. 9/3/47 
copy served. 

Sept. 2—Reply brief filed by General Counsel. [1*] 

1948 

Apr. 14—Opinion rendered, Disney J. Decision 
will be entered under Rule 50. 4/14/48 
copy served. 

June 9—Computation for entry of decision filed 
by General Counsel. 

June 10—Hearing set July 7, 1948 on respondent’s 
computation. 

July 7—Hearing had before Judge Turner on 
settlement. Not contested. Referred to 
Judge Disney. 

July 12—Decision entered, R. L. Disney, J. Div. 4. . 

Aug. 9—Motion to vacate decision filed by tax- 


payer. 


*Page numbering appearing at foot of page of original 
certified Transcript of Record. 
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1948 

Aug. 27—Order vacating decision of July 12, 1948, 
entered. 

Aug. 30—Decision entered, Disney J. Div. 4. 

Sept. 29—Petition for review by U. S. Cirenit 
Court of Appeals, 9th Circuit, with as- 
signments of error filed by taxpayer. 

Sept. 29—Proof of service filed. 

Sept. 29—Notice of appeal with proof of service 
thereon filed by taxpayer. 

Sept. 29—Designation of contents of record filed by 
taxpayer with proof of service thereon. 


The Tax Court of the United States 
Docket No. 10620 
BASALT ROCK CO., INC., 


Petitioner, 
vs. 
COMMISSIONER OF INTERNAL REVENUE. 
Respondent. 
PETITION 


The above-named petitioner hereby petitions for 
a redetermination of the deficiency set forth by the 
Commissioner of Internal Revenue in his notice 
of deficiency dated January 25, 1946, bearing Bu- 
reau symbols TRA:90-D RR, and as a basis of its 
proceeding alleges as follows: 


JT. The petitioner is a corporation duly incor- 
ported and existing under and by virtue of the 
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laws of the State of California. The principal 
office of petitioner is located at 8th and River 
Streets in the City of Napa, County of Napa, State 
of California. The United States corporation in- 
come and declared value excess profits tax return 
and the United States corporation excess profits 
tax return for the period here involved were filed 
with the Collector for the First District of Cali- 
fornia on or about March 15, 19438. [3] 

II. The notice of deficiency (a copy of which 
is attached hereto and marked ‘‘Exhibit A’’ and 
made a part hereof) was mailed to the petitioner 
on January 25, 1946. 

JiI. The tax m controversy is corporation ex- 
cess profits tax for the calendar year 1942 and in 
the amount of $1,194,008.04. The Commissioner 
has determined a deficiency in excess profits tax 
for said year in the amount of $583,003.64, and the 
netitioner claims that there is an overpayment in 
excess profits tax for said year in the sum of $611,- 
004.40. 

TV. The determination of tax set forth in said 
notice of deficiency is based upon the following 
errors: 

(a) The respondent has erred in failing to 
allow petitioner a deduction in the amount of $35,- 
890.48, in arriving at its excess profits net income 
computed under the percentage of completion 
method, and in failing to allow petitioner a deduc- 
tion in the amount of $10,440.54, in arriving at its 
net income for normal tax, surtax, and declared 
value excess profits tax purposes computed under 
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the completed contract method, for accelerated 
amortization of emergency facilities pursuant to 
the provisions of section 124 of the Internal Reve- 
nue Code. 

(b) The respondent erred in increasing the ex- 
cess profits net income of petitioner by the adjust- 
ment of income on contracts under the percentage 
of completion basis in the sum of $421,126.29 or 
any sum in excess of $211,209.81. [4] 

(c) The respondent erred in determining that 
the petitioner’s excess profits tax for the year 1942 
is limited to an amount which, when added to the 
normal and surtax imposed on petitioner for said 
vear, equals 80 per cent of the petitioner’s surtax 
net income computed under the percentage of com- 
pletion method and in failing to determine that the 
petitioner’s excess profits tax for said year is lim- 
ited under the provisions of section 710(a) (1) (B) 
of the Internal Revenue Code to an amount which, 
when added to the normal tax and surtax imposed 
on the petitioner for said year equals 80 per cent 
of the petitioner’s surtax net income computed 
under the completed contract method in aceord- 
ance with the provisions of section 15 of the Inter- 
nal Revenue Code. 

(d) The respondent erred in determining peti- 
tioner’s excess profits tax under the provisions of 
section 710(a)(1)(B) of the Internal Revenue Code 
by allowing the petitioner a credit for normal tax 
and surtax under section 26(e) of the Internal 
Revenue Code in an amount equal to petitioner’s 
adjusted excess profits net income computed under 
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the completed contract method, and erred in failing 
to determine said tax by allowing said credit under 
section 26(e) of the Internal Revenue Code in the 
amount of petitioner’s adjusted excess profits net 
income computed under the percentage of comple- 
tion method. 

(e) In the alternative, in the event respondent 
correctly computed the credit allowable under sec- 
tion 26(e) of the Internal Revenue Code, respond- 
ent erred in failing to determine that the petition- 
er’s excess profits tax for the year 1942 is limited 
to an amount which, when added to the normal tax. 
and surtax [5] computed by allowing said credit 
under section 26(e) of the Internal Revenue Code, 
equals 80 per cent of the petitioner’s surtax net 
income for the year 1942 computed under the com- 
pleted contract method. 

(f) The respondent erred in determining that 
there is a deficiency in excess profits tax due from 
petitioner for the year 1942 in the sum of $583,- 
003.64 and in failing to determine that there is an 
overpayment by petitioner in excess profits tax for 
said year in the sum of $611,004.40. 

V. The facts upon which the petitioner relies 
as the basis of this proceeding are as follows: 

(a)(1) Pursuant to and in accord with the au- 
thority contained in seven certificates of necessity 
issued to petitioner (numbered 486, 2196, 2241, 
3498, 5697, 7161, and 7646), petitioner acquired or 
constructed facilities having a total cost of $842,- 
903.91. In accord with the requirements of sec- 
tion 124(d) of the Internal Revenue Code and sec- 


8 Basalt Rock Co., Inc., vs. 


tion 29.124-5(e) of respondent’s Regulations 111, 
petitioner on December 17, 1945, and within ninety 
davs after the date of the President’s proclamation 
No. 2669, gave notice in writing to respondent that 
it (petitioner) elected to amortize the adjusted basis 
of the emergency facilities acquired and constructed 
pursuant to said seven certificates of necessity over 
the shortened period ended September 30, 1945, in 
heu of the sixty-month period provided in section 
124(a) of the Internal Revenue Code. 

(a)(2) Amortization of the cost of said emer- 
gency facilities ($842,903.91) in accord with said 
election of petitioner [6] so made in writing on 
December 17, 1945, as aforesaid, results in a dedue- 
tion for amortization in arriving at excess profits 
net income for 1942 in the amount of $35,890.48 in 
addition to the deduction for amortization hereto- 
fore claimed by petitioner in its excess profits tax 
return for said year, said sum of $35,890.48 being 
alocable as follows: 


To additional cost of contracts completed in 1942......6 10,440.54 
To additional cost of contracts partially completed 


IDegerinhieie Glo, VREe2 eee 25,449.94 
Camel Meteo 4 eee ee $ 13,148.09 
Chom riee C UN60), 22591 ea 8,940.32 
(CLOMMIOERKGTE UNIO, (OL 2 aaa ne BO o0b Ie 

TOM) Qo re $ 35,890.48 


Amortization of the cost of said facilities in ac- 
cordance with said election of petitioner results in 
a deduction for amortization, in arriving at normal 
tax and surtax net income for 1942, in the sum of 
$10,440.54 in addition to the deduction for amor- 


Commissioner of Internal Revenue 9 


tization heretofore claimed on petitioner’s income 
tax return for said year. In arriving at the de- 
ficiency involved in this proceeding, respondent 
erroneously failed to allow said additional amounts 
as deductions for amortization. 


(b)(1) During the year 1942 and prior thereto, 
petitioner entered into certain contracts with the 
United States of America for the construction of 
various kinds of boats. The performance of each 
of said contracts required more than twelve months. 
Petitioner filed its United States corporation in- 
come [7] and declared value excess profits tax re- 
turn for the year 1942 on a completed contract basis 
as to said contracts. However, petitioner filed its 
United States corporation excess profits tax return 
for the year 1942 on the percentage of completion 
method of accounting, pursuant to an election made 
by petitioner under and pursuant to the provisions 
contained in section 736(b) of the Internal Reve- 
nue Code. Petitioner’s gross income in 1942 from 
contracts the performance of which required more 
than twelve months was in excess of 125 per centum 
of the average amount of the gross income of the 
same class for the four previous taxable years, thus 
satisfying the requirement of said section 736(b) 
for an election to report income for excess profits 
tax purposes on the percentage of completion 
method of accounting. 


(b)(2) In petitioner’s excess profits tax return 
for the year 1942, the petitioner included as gain 
or loss on a percentage of completion basis the fol- 
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lowing amounts in respect of certain contracts with 
the United States Navy: 


Vombrach INO, 34.5....... Gain, $380,101.24 
Contract No. 2310....... Gain, 331,327.26 
Comtuact Nowool....... Gain, 152,520.50 
Contract No. 808........ Gain, 499.66 


In arriving at the deficiency involved in this pro- 
ceeding, the respondent determined that the gain 
or loss in respect of said contracts for the year 1942 
on the percentage of completion basis was as fol- 
jows: [8] 


CommacteiNo, 34......... Gain, $357,934.08 
Comtisctao, 2310....... Gain, 442,144.31 
ContmacueNo, 661........ Gain, 490,493.21 
ConmactmNow s0S........ Loss, 4,996.65, 


resulting in an increase in the amount of $421.- 
126.29 in the excess profits net income as deter- 
mined by respondent over the amount resported by 
petitioner in its excess profits tax return in respect 
of said contracts. 

(b)(8) The United States Navy determined the 
percentage of completion as of December 31, 1942, 
applicable to each contract which it then held with 
petitioner. The amount of additional income 
realized in respect of said contracts in excess of 
that reported by petitioner on its excess profits tax 
return for the year 1942 based on the percentages 
of completion as determined by the United States 
Navy is not in excess of the net amount of $211,- 
209.81 and not said amount of $421,126.29 deter- 
mined by respondent as set forth on page 8, of 
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Exhibit A, attached hereto and made a part hereof. 
A statement covering the percentages of completion 
of said contracts as of December 31, 1942, and the 
amounts which petitioner alleges should be in- 
cluded in its excess profits net income in respect of 
said contracts is attached hereto, marked ‘‘ Exhibit 
B,”’ and made a part of this petition. 

(c)(1) As heretofore alleged in paragraph V 
(b)(1) hereof, petitioner filed its United States 
corporation income and declared value excess prof- 
its tax return (form 1120) for the year 1942 on a 
completed contract basis and petitioner filed its [9] 
United States corporation excess profits tax return 
(form 1121) for the calendar year 1942 on the ver- 
centage of completion method of accounting pursuant 
to an election made under the provisions of section 
736(b) of the Internal Revenue Code. In com- 
puting petitioner’s excess profits tax for the year 
1942, the respondent determined that the surtax 
net income for purposes of the 80 per cent limita- 
tion prescribed in section 710(a)(1)(B) of the 
Internal Revenue Code should be computed under 
the percentage of completion method and that said 
surtax net income was $2,404,571.73, of which 80 
per cent was $1,923,657.38. The respondent deter- 
mined that the petitioner’s adjusted excess profits 
net income was $2,129,517.39 and that 90 per cent 
thereof was $1,916,565.65. Having determined that 
the petitioner’s normal tax and surtax for the year 
1942 was the amount of $71,655.21, the respondent 
determined that the excess profits tax of petitioner 
for the year 1942 was limited under section 710 
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(a)(1)(B) of the Code to the amount of $1,852,- 
002.17. 

(c)(2) Petitioner alleges that its excess profits 
tax for the year 1942 is limited under the provi- 
sions of section 710(a)(1)(B) of the Internal Rev- 
enue Code to an amount which, when added to its 
normal tax and surtax for the year 1942, equals 
80 per cent of its surtax net income for said year 
determined under the provisions of section 15 of 
the Internal Revenue Code on a completed contract 
basis, as follows: 


SUPA Ry er) $912,061.67 
BOM MCOM INEM CON oe oo cece ce cnsacecccesenssueesseseeene 729,649.34 
WeccenOnmealetax aiid) SULTAX..........-...-c-s:--ccceoues 71,655.21 
Excess profits tax under section 

TOGO) CES) eee 657,994.13 


(d)(1) In computing the petitioner’s excess 
profits tax for the year 1942, the respondent deter- 
mined that the petitioner’s normal tax and surtax 
for said year were in the amount of $71,655.21. 
Said taxes were based on an allowance of a credit 
of $729,257.76 for income subject to excess profits 
tax under section 26(e) of the Internal Revenue 
Code. For the purposes of said credit, respondent 
computed said income on the basis of the completed 
contract method. 

(d)(2) Petitioner alleges that the income sub- 
ject to excess profits tax for purposes of the credit 
under section 26(e) of the Internal Revenue Code 
should be computed without regard to the 80 per 
cent limitation provided in section 710(a)(1)(B) 
of the Internal Revenue Code and on the basis of 
the percentage of completion method. Said income 
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subject to excess profits tax for the purposes of 
said credit was in excess of petitioner’s normal tax 
and surtax net income, and there is no normal tax 
or surtax liability for the year 1942. Petitioner’s 
excess profits tax for said year is limited to the 
amount of $729,649.34 or 80 per cent of its surtax 
net income computed under section 15 of the Inter- 
nal Revenue Code on the completed contract basis. 

(e) In the alternative, in the event that the 
respondent correctly determined the credit allow- 
able under section 26(e) of the Internal Revenue 
Code by using the completed contract method and 
that petitioner is liable to normal tax and surtax 
for 1942 in the total amount of $71,655.21, peti- 
tioner alleges that its excess profits tax liability 
for the year 1942 [11] should be computed by sub- 
tracting said normal tax and surtax Nability from 
the aforesaid sum of $729,649.34. 

(f) On or about the 16th day of April, 1945, 
petitioner filed form 843, claim for refund to peti- 
tioner of excess profits tax for 1942 in the sum of 
$530,996.76. <A copy of said claim for refund in 
the amount of $530,996.76 is attached hereto, 
marked ‘“‘Exhibit C,’’ and by this reference is in- 
corporated herein and made a part hereof. Peti- 
tioner alleges that it overpaid its excess profits tax 
for the year 1942 in the amount of $539,349.19, or 
in the event its normal tax and surtax liability for 
said year is $71,655.21, said overpayment is the 
amount of $611,004.40. A statement attached 
hereto, marked ‘‘Exhibit D,’’ and by this reference 
incorporated herein and made a part hereof, sets 
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forth in detail the factors used in computing said 
overpayment of $539,349.19, or, in the alternative, 
$611,004.40. Petitioner paid excess profits tax for 
the year 1942 in the following amounts and on the 
following dates: 


$334,000.00 on March 13, 1943; 
$300,499.26 on June 15, 1943; 
$317,249.64 on September 15, 1943; and 
$317,249.64 on December 15, 1943. 


Wherefore, petitioner prays that this court may 
hear this proceeding and determine that there is 
no deficiency in excess profits tax due from this 
petitioner for the year 1942; that there is an over- 
payment in excess profits tax due to petitioner for 
said year in the sum of six hundred eleven thousand 
four and [12] forty hundredths dollars ($611,- 
004.40), together with interest thereon as provided 
by law; and that the amount of said overpayment 
was paid within three (3) years from the date of 
the filing of the claim for refund thereof or from 
the date of filing this petition; and for such other 
relief as may be proper. 


Dated: San Francisco, California, April 18, 1946. 


/s/ ANSON HERRICK, 
/s/ L. W. WRIXON, 
/s/ SIGVALD NIELSON, 


/s/ HARRY R. HORROW, 
Counsel for Petitioner. [13] 
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State of California, 
County of Napa—ss. 

A. G. Streblow, being first duly sworn, says that 
he is an officer, to wit, President of Basalt Rock 
Co., Inc., the Petitioner named in the foregoing 
and annexed Petition, and that as such officer he is 
duly authorized to verify said Petition; that he has 
read the foregoing Petition and is familiar with 
the statements contained therein, and that the state- 
ments contained therein are true, except those 
stated to be upon information and belief, and that 
those he believes to be true. 


/s/ A. G. STREBLOW. 
Subscribed and sworn to before me this 12th day 
of April, 1946. 


/s/ JOHN R. ANDERSON, 
Notary Public in and for the County of Napa, State 
of California. 


My commission expires 3/27/49. [14] 
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(Seal) Treasury Department (Copy) 
Internal Revenue Sexvice 
74 New Montgomery Street 
San Francisco 5, California 


Office of Intexnal Revenue Agent in Charge 
San Francisco Division 


IRA:90-D RR Jan. 25, 1946 


Basalt Rock Co., Inc. 
Sth and River Streets 
Napa, California 


Gentlemen: 


You are advised that the determination of your 
excess profits tax liability for the taxable year 
ended December 31, 1942, discloses a deficiency of 
$583,003.64 and that the determination of your in- 
come tax lability for the year mentioned discloses 
an overassessment of $174.33 as shown in the state- 
ment attached. 

In accordance with the provisions of existing in- 
ternal revenue laws, notice is hereby given of the 
deficiency or deficiencies mentioned. 

Within 90 days (not counting Saturday, Sunday 
or a legal holiday in the District of Columbia as the 
90th day) from the date of the mailing of this 
letter, you may file a petition with The Tax Court 
of the United States, at its principal address, 
Washington, D. C., for a redetermination of the 
deficiency o1 deficiencies. 

Should you not desire to file a petition, you are 
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requested to execute the enclosed form and forward 
it to the Internal Revenue Agent in Charge, San 
Francisco 5, California, for the attention of Con- 
ference Section. The signing and filing of this form 
will expedite the closing of your return(s) hy per- 
mitting an early assessment of the deficiency or de- 
ficiencies, and will prevent the accumulation of in- 
terest, since the interest period terminates 30 days 
after filing the form, or on the date assessment is 
inade, whichever is earlier. 


Respectfully, 
JOSEPH D. NUNAN, Jr. 


Commissioner, 


By /s/ F. M. HARLESS, 
Internal Revenue Agent in Charge. 


Enclosures: Statement, Form of Waiver, Claim. 
STATEMENT 


Tax Liability for the Taxable Year Ended 
December 31, 1942 


Overassess- 

Liability Assessed ment Deficiency 

Income Tax § 71,655.21 $ 71,829.54 $174.38 29 Louw. 
Exeess Profits 

Tax 1,852,002.17 1,268,998.53 —..... $583,003.64 

Lhe amount of $251,790.53 excess profits tax was 

claimed on the excess profits tax return as a de- 

ferment under section 710(a)(5) of the Internal 

Revenue Code pending consideration of application 

for relief under section 722. The records disclose 
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that your application for relief under section 722 
(form 991) for the taxable vear was withdrawn 
prior to investigative action. The amount deferred 
is, therefore, included in the deficiency shown 
above. 

In making this determination of your income and 
excess profits tax liabilities, careful consideration 
has been given to your protest dated April 12, 1945, 
to the statements made at the conference held on 
May 8, 1945; and to your claims for refund (Form 
843) of income and excess profits taxes filed April 
16, 1945. 

If a petition to The Tax Court of the United 
States is filed against the excess profits tex de- 
ficiency shown herein, the issue set forth in your 
claim for refund of $530,996.76 excess profits tax 
should be made a part of the petition to be consid- 
ered by The Tax Court in any redetermination of 
your excess profits tax lability. 

If a petition is not filed, your claims for refund 
of $530,996.76 excess profits tax and $71,829.54 in- 
come tax will be disallowed, and official notice of 
the disallowance will be issued by registered mail in 
accordance with existing internal revenue laws. 

The overassessment of $174.33, income tax shown 
herein will be made the subject of a certifieate of 
overassessment which will reach you in due course 
through the office of the Collector of Internal Rev- 
enue for your district and will be applied by that 
official in accordance with section 322 of the In- 
ternal Revenue Code. You should, however, fully 
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protect yourself against the operation of the statute 
of limitations with respect to the apparent over- 
assessment by filing with the Collector of Internal 
Revenue for your district, a claim for refund on the 
enclosed Form 843, the basis of which may be as 
set forth herein. 

A copy of this letter and statement has been 
mailed to your representative, Lester Herrick and 
Herrick, 465 California Street, San Franeisco 4. 
California, in accordance with the authority con- 
tained in the power of attorney executed by you 
and on file in this office. 


Adjustments to Net Income 


Net income for declared value excess-profits tax com- 


putation as disclosed by return............020.000000000000.---- $929,830.02 
Unallowable deductions and additional income: 

(ayintemployed fax ...........-<..---.0-<---- $1,053.67 

CID) issih | 155 1) am 6 99.01 1,152.68 
Serie 1 Oe Sec re To i fended Re eS $930,982.70 
Nontaxable income and additional deductions: 

MeV MMICHISE (AN 2.0... scence coseeencenee $ 636.54 

MO Capital stock tax .........:...-ccccssceecsees 3,750.00 


(e) Other adjustments ............000000...- 4,093.95 8,480.49 


Net income for declared value excess-profits tax com- 
(ORDANACTO SET 10 8,6 $922 502.21 


Explanation of Adjustments 


(a) The deduction for unemployment taxes 1s re- 
duced by $1,055.67, since the proper accrual in ac- 
cordance with your books of account and records is 
$18,579.95 instead of $19,633.62 claimed. 

(b) The deduction of $99.01 for real estate taxes 
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is disallowed. The taxes were a lien on the prop- 
erty when purchased and the amount of tax paid 
is, therefore, held to be additional cost of the prop- 
is, therefore, held to be additional cost of the 
property. 

(c) Additional deduction is allowed for franchise 
tax as shown below: 


Net increase in prior year Income...................2......c-.00- $ 15,362.16 
Franchise tax restored to income .............0...-20--.ccese0 551.52 
TORI gece satenceagtaea-cees’: a $ 15,913.68 


Additional franchise tax allowed (4% of $15,913.68) 636.54 


(d) Additional deduction is allowed for capital 
stock as follows: 


Value of capital stock as declared in your capital 
stock tax return for the year ended June 30, 


JSD, ccc cosntenceomencc ono a eer $20,000,000.00 
Capital stock tax acerued at $1.25 per M............. 25,000.00 
PM OnMt c almMetmOmeyvOUr TELUIN...............-.ceseseseeees 21,250.00 
Additional capital stoek tax allowed.........000000.000.... $ 3,700.00 


(e) Adjustments to income and expense were 
made on your books which were not reflected in the 
net income reported on vour income tax return. As 
a result of the adjustments net income is decreased _ 
as follows: 


Decrease : 
Acerued liability and compensation insurance (net)..$ 869.20 
Errors and adjustments on contracts and other 


SEUOR (TROY iecenccs ce 2,754.92 
Ace m Cd eeehCJUSUIMENtS, COC, <2:-22:ce2<c.-00cesaseaseces<canctcncsssase 1,685.00 
“NOU ca caeen ee tne ccs ore eens ne $5,309.12 
Increase : 
SIPUIG DCEO GOR era a oe ena ee $1,215.17 


INGE CISC I areca cc RE $4,093.95 
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(f) The credit for income subject to excess profits 
tax allowable under section 26(e) of the Internal 
Revenue Code is computed in accordance with the 
provisions of section 35.736 (b)-3(a) and (c) of 
Treasury Regulations 112, as follows: 


80% Limitation Rule 
Surtax net income—completed contract basis (with- 


out regard to the credit under section 26(e))............ $922,502.21 
Maximum tax—80% of $922,502.12. eee $738,001.77 
Weesweetual normal tax and surtaX.................000--ccccee0 71,655.21 
MR PSMeRC EGO TUG .2.n.2.-22n.careecoseececnenedcccectesdeasasensetseos $666,346.56 


General Rule 
Surtax net income—completed contract basis (with- 


out regard to the credit under section 26(e) ).......... $922,502.21 
Wess: Net long-term capital gain. ...........-cc-.cses0.c00s0-se0e0-- Balle 
eeesseprOtts: LAX WICOME................cceeccvesseeocececessseceucecs $884,885.06 
Excess profits credit as shown herein..........0........0000--0-+ 155,627.30 
Adjusted excess profits net iIncome...............2...eeeceeeeees $729,257.76 
TERS cuit QUO G8 2 Re ee $656,332.00 

Credit under Section 26(e) 

Net income—ecompleted contract basis............00.0..220....- $922,502.21 
ENCGNGIOMGMIEGUT PTION VALS .....-.---..cc-ccccseccs-cccencocecseesose 0.00 
Credit allowable (100/90 of $656,332.00, the lesser of 

a Mea eM SCO) eee 2 ooo, 02 eed deveradivy race atbencueeaseevsesesceeee 729,257.76 
OTEEYC I CHITOOUYE GIT) 4108 se A 0 gl eee $736,149.76 


Computation of Declared Value Excess-Profits Tax 
Net income for declared value excess-profits tax 

QU UEC eee: See ee ee eee $922,502.21 
Less: 10% of $17,000,000.00, value of capital stock 

as declared in your eapital stock tax return for 


the year ended June 30, 1942.00 woe 1,700,000.00 
Amount subject to declared valne excess-profits tax..$ 0.00 
Declared value excess-profits tax assessable.............. 0.00 


Declared value excess-profits tax assessed.................. 0.00 
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Computation of Alternative Tax 


DN GU MROC NG sate cache ees $922 502.21 

Less: Net long-term capital gain.................-.-:00e-c000-- we OM OMIM 

BMS UCC Tet AMCOUNG cs pee 2 cea ae.nseneee---soen--oeneneeoseees a $884,885.06 

Less: (f£) Income subject to excess profits tax................ 129 25016 

Balance smbject to mormal tax..........................s-ccssecee $155,527.30 

PUAN Mel T OCH MOUSUU CAN. -0.5..-........-.-c-.---ee--ceeccceoeeoeeee $155,627.30 
Normal Tax: 

Adjusted normal tax net income............ $155,627.30 

Normal tax at 24% on $155,627.30...00.. octets $ 37,350.55 
Surtax : 

Adjusted surtax net income...................... $155,627.30 

STRIOIEES. Bie UGG) in) 65315) GA 0! | rE 24,900.37 

Partial tax (total normal tax and surtax)...........00....... $ 62,250.92 


Plus: 25% of net long-term capital gain of $37,617.15 9,404.29 
SRT PSTD. CEES conc Ee $ 71,655.21 


Computation of Income Tax 


Net income for declared value excess-profits tax com- 


SOTTO, cccceceseeccconsces ea nm $922,502.21 
Less: Declared value excess-profits tax..........eeccceeceeeee 0.00 
Net income for capital stock tax purposes...................-.. $922,502.21 
Less: (f) Income subject to excess profits tax................ 729,257.76 
Perri lire Med TN COMIC eee... a. ss ceccccenssessarseeeesacsssee $193,244.45 
SSUINE(BOS RET ICONS, ce $193,244.45 

Normal Tax Computation: 
Normal-tax net income ................0ccce $193,244.45 


Normal tax at 24% on $193,244.45... ccccccccceccccceeccceea $ 46,378.67 
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Surtax Computation : 


SUES De I) $193,244.45 

Surtax at 16% on $193,244.45 ly EE RE oe eee $ 30,919.11 
VOwalemenmmal tax and SUrtAX..........-.-.-.----c---c-cceecceeeeeeee $ 77,297.78 
Altermative tax ............... Be earn Td 01s cee Re 8 $ 71,655.21 
Total income tax assessable (smaller tax) 0.000.022.0000... $ 71,655.21 


Income tax assessed : 
Original, June 1944 list, Account No. 410343— 


itete@almoriia District, .......-..--.......-.<:cas<se00-cr<e-- $ 71,829.54 
Overassessment of inCome taX.u...... elec ccceeceeceeeeeeeeeee $ 174.33 


Adjustments to Excess Profits Net Income as Com- 
puted Under the Income Credit Method and 
Percentage of Completion Method 


Excess profits net income under the percentage of 
completion method (section 736(b) of the In- 
ternal Revenue Code) as disclosed by return........ $ 1,878,825.07 
Additions : 
(a) Adjustment of income on con- 
tracts under percentage of 


completion basis .................... $421,126.29 
(b) Recoveries of bad debts............ 435.81 421,562.10 
TM OIB cccdeuodt oe ene $ 2,300,387.17 
Deduetions : 
(e) Nontaxable income from ex- 
empt excess output ................ $ 7,914.67 
(d) Net decrease in declared value 
excess-profits net income...... 7,327.81 15,242.48 


Excess profits net income under the percentage of 
completion method (section 736(b) of the In- 
ternal Revenue Code) as adjusted........-..............-- $ 2,285,144.69 
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(a) For income tax purposes your net income 
from long-term contracts is reported on the com- 
pleted contract basis. However, for excess profits tax 
purposes election has been made to report excess 
profits net income from long-term contracts on a 
percentage of completion basis as provided in sec- 
tion 736(b) of the Internal Revenue Code. 

In computing the income from certain contracts 
it is noted that the gain was computed on estimates 
based on costs instead of upon the method pre- 
scribed for percentage of work completed. Adjust- 
ment is, therefore, made of the income reported on 
these contracts, as follows: 


f Internal Revenue 


issioner O 


Comm 


(OGTR CE No acer yee ee eee 


Contract price (plus additions) .....0..........- 
Percentage completed to date..........0....0.0-- 


Correct gain (loss) to date.............0...00-- 
Gainereporwed. 1944 os. ..cccy tee ee 


Gain (loss) to be reported 1942.......00..0....... 
Gain as reported on 1942 return................ 


EA C1 UU Oi iE re asa cecoccdceseneensen 


Net increase in excess profits net income 
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e No. 34 

... $7,077,646.47 
~ 58.7618% 
... $4,158,946.47 
..  98,801,012.39 
.. $ 357,934.08 
.. $ 357,934.08 
ay. 380,101.24 


($22,167.16) 


No. 2310 
$ 8.985,889.00 
42.0238% 
$3.776,209.00 
3,332,174.50 


$ 444,034.50 
1,890.19 


§ 449144.31 
331,327.26 


$ 110,817.05 


No. 661 


$15,117,548.16 
13.3335% 

$ 2,015,698.16 
1,525,204.94 


$ 490,493.21 


€ 490,493.21 
152,520.50 


$ 337,972.71 


No. 808 
$ 3,630,000.00 
$ 0.00 
4,996.65 


($ 4,996.65) 


($ 4,996.65) 
499.66 


($ 5,496.31) 


$ 421,126.29 
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(b) I'he bad debt recoveries are not a proper ex- 
clusion from excess profits net income since you have 
established a reserve method of treating bad debts 
and the recoveries are held to be a credit to the re- 
serve. The bad debt recoveries of $435.81, are, there- 
fore, restored to excess profits net income. 


(ec) Nontaxable income from exempt excess output 
on rock quarry at Napa, California, was not claimed 
on the return. he nontaxable income under the pro- 
visions of section 735 of the Internal Revenue Code 
is determined as follows: 


Production in base period years: 


WEG eee esccsa ct oT 293,491 tons 

GSO os sescescianccis: sce oe rn 110,774 tons 

WSS) toe Te 112,471 tons 

We) accuse aia a 88,406 tons 
TROT cc cune aceeeecosdoesee en 605,142 tons 
Average normal output (continuous production 

Garin @ {meuasee period ) .._..................s.s0-o-cceessss ee 151,285 tons 
(ONIOE Tare VS AEk nnn n 400,972 tons 
CessrO ett OE 1 O42. ..........222-c.-ccenccvaconesscese sess 249,687 tons 
Estimated recoverable units ...0......2.0....0eeceeceec eee 849,687 tons 
Percentage (849,687 tons/249,687 tons) ............... 29.3857 % 
Perecntage to be treated as exempt under section 

735(a)(11) Internal Revenue Code.........00000000...... 90% 
Exempt excess output for 1942 

(SG GO PE kel) (Ot) ree 224,718.3 tons 


Normal unit profit per ton (during the base period )....$0.0352204 
Nontaxable income from exempt excess output 
(224,718.3 tons time $0,0502204) ._.......-...ececceeee $ 7,914.67 


TROT SSDI? SCTE TSS a5 eer $171,061.00 
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Unit net income for 1942—per ton ($171,061.00 


CIV IGeUDmees (2 TONS) ...........--..--see.c-ceccec-cnscecceenens $ 0.427 
Net income attributable to excess output for 1942 
(240Getmcons times $0.427) .........--.--.-.-sc-cecceecteeceneeees $106,616.34 


Nontaxable income from exempt excess output allow- 
able ($106,616.34 or $7,914.67—smaller amount)....6 7,914.67 


(d) The net decrease in net income for declared 
value excess-profits tax computation is explained in 
the foregoing and consists of the following items: 


ISOM edse——“MTANCHISE LAX ............cccccceceseeccesscesececseveceeesse-- 636,54 
CO S[ONURL, SOS 5 rc eer 3,790.00 
Sete OMUESCINONIUG ...c-..<..2- cee cccceescccsccescceesseesecesesutancceutes 4,093.95 
Pa Ti re e683 eh Sav lacb ee paacessdeasdcacnes $8,480.49 

Increase—Unemployment tax ..........0000..000-- $1,053.67 
Tuell ETE NS 112. Re ee 99.01 1,152.68 

cet SUSU OTIS ea $7,327.81 


Excess Profits Credit Based on Income as Computed 
on Percentage of Completion Basis 


No change is made in the amount reported on the 
return. 


Base Period Net Income: As Reported 
Year ended December 31, 1936......00..000000000ceee $ 60,195.47 
Peecreended Wecember 31, 1937 _.-............ecccccceneececcenses 48,602.19 
Year ended December 31, 1948........00000022 eee 41 232.27 
Year ended December 31, 1939.00.00... 206,440.34 


Telal ule $356,470.27 
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Base Period Net Income Increased 
Earnings in Last Half: 


iNoipa sore@ate. last Wall Of Period........-.....-----------0+20012: $247,672.61 
iNcisacCeverate, first Halt of period.........-...-......---sc0 108,797.66 
iene laGianalh ometemret Walt ©... .......-..-s----c-cceneeeee $138,874.95 
Oe ON BING GNOESS as oh nie € 69,437.48 
PNadeeNemarorerate tor last, half ._................--..--ccameee 247,672.61 
TORO eter eenace cone senocecne $317,110.09 
Average hase period net income.............---2-------:-+:+e0++-----158,555.05 
Excess profits credit (95% of $158,555.05) ...........2..2.-- $150,627.30 


Computation of Excess Profits Tax 


mete comprontcmnci MICOWMIG...._.......-.2-..--0..--20e00es- sete $ 2,285,144.69 
Less: Specifie exemption -.............-----. $ 5,000.00 

emCess POMS TEREMIL...........---.:-...------ 150,627.30 155,627.30 
Adjusted excess profits net income....................---------- $ 2129550738 
COG) TINGE OO (on SE $ 1,916,565.65 
ING MICOS Boe. 7 $ 922,502.21 


Income on basis of 

percentage of com- 

pletion per return $1,060,943.23 
Additional as shown 


LCS a ere 421,126.29 1,482,069.52 
Surtax net income computed under 

peer iomied OCaml CIS) 2....52..-....+... $ 2,404,571.73 
CUCe WNCRI0T 2a ee 1,923,657.38 
Less: Income tax for taxable year 

(other than section 102).............. 11,690,241 
SSCS Leo re $ 1,852,002.17 


Exeess profits tax: Above balance, or 90% of ad- 
justed excess profits net income, whichever is the 


lloseene SIOOUIN Becca ee $ 1,852,002.17 


TOSSES TTIROUIS I CISISTEISISE2T Ol epee ee $ 1,852,002.17 
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Exeess profits tax assessed: Original, June 1943 list, 
Account No. 400309—First California District... 


Wehicieneviorexcess profits tax..............-..--.--..-.--2.- 


_ 1,268,998.53 


6 583,003.64 


Post-War Refund of Excess Profits Tax and 


Credit for Debt Retirement 


Return 
teese PONS tAX -...-...-..-----.-----+------ $ 1,268,998.53 
Credit allowable under section 

Foo sav 7) $ 126,899.85 
Net reduction in indebtedness 

under section 783...........- $ 0.00 
Credit for debt retirement allowable 0.00 


Net post-war refund credit..............$ 126,899.85 


Corrected 


$ 1,852,002.17 


$ 185,200.22 


0.00 


$ 185,200.22 
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EXHIBIT C 


Form 843—Treasury Department, Internal Revenue 
Service (Revised Oct. 1945) 


CLAIM 


To be filed with the Collector where assessment was 
made or tax paid. 

The Collector will indicate in the block below the 
kind of claim filed, and fill in the certificate on the 
reverse side. 

[ x ] Refund or Tax Illegally Collected. 
[ ] Refund of Amount Paid for Stamps Unused, or 
Used in Error or Excess. 
[ ] Abatement of Tax Assessed (not applicable to 
estate, gift, or income taxes). 


State of California, 
County of Napa—ss. 


Name of taxpayer or purchaser of stamps: Basalt 
Rock Company, Inc. 

Business address: 8th and River Streets, Napa, 
California. 

The deponent, being duly sworn according to law, 
deposes and says that this statement is made on be- 
half of the taxpayer named, and that the facts given 
below are true and complete: 

1. District in which return (if any) was filed: Ist 
California. 

2. Period (if for income tax, make separate form 
for each taxable year) from January 1, 1942, to Dec. 
31, 1942. 


32 Basalt Rock Co., Inc., vs. 


o. Character of assessment or tax: Excess Profits 
Pax: 

4. Amount of assessment, $1,268,988.53; dates of 
payment: Quarterly—1943. 

5. Date stamps were purchased from the Govern- 


6. Amount to be refunded: $530,996.76. 

7. Amount to be abated (not applicable to income, 
Git eOmetate taX€S)........... 

8. The time within which this claim may be legally 
filed expires, under Section 322 IRC on March 15, 
1946. 

The deponent verily believes that this claim should 
be allowed for the following reasons: 

The taxpayer contends that Sec. 35.736(b)-3 of the 
Commissioner’s Regulations 109 are invalid insofar 
as they require that taxpayer’s electing to report in- 
come from long term contracts under the provisions 
of Section 736(b) of the Internal Revenue Code shall 
include income from long-term contracts upon a per- 
centage method of accounting for the purpose of 
computing surtax net income under the provisions 
of Section 710(a) (1) (B). The taxpayer contends that 
its excess profits tax should be computed as shown in 
Statement A attached hereto and made a part hereof. 


/3/ BASALT ROCK COMPANY, INC. 
Nay Me es ek 


(Signature of officer administering oath) 
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STATEMENT A 


Basalt Rock Company, Ine. 
Claim for Refund 1942 


COMPUTATION OF NORMAL TAX: 


Normal Tax Net Income—Before credit under Sec- 
tion 26(e)—per Revenue Agent’s Report 2/19/45.$ 922,501.21 
Net Income Subject to Excess Profits Tax............... 2,127,627.20 
Exeess Profits Net Income per 
Revenue Agent’s Report 
LISS) nee $ 2,283,254.50 
DON ce 155,627.30 
Specific Exemption $ 5,000.00 
Lixeess Profits 
Colt) 150,627.30 


fealance oubjeer to Normal and Surtax................---..--- None 


COMPUTATION OF EXCESS PROFITS TAX UNDER 
SECTION 710(a) (1) (B): 


Surtax Net Income before deducting eredit un- 
der Seetion 726fe), Revenue Agent’s Report 


SENOS eee $ 922,501.21 
Me Genco cteceteee ee eeeetteesctcneey TOS 00177 
OSovpsppenl SINS Se el ree None 
9S JE TROIS Rss vee $ 738,001.77 
Exeess Profits Tax assessed on basis of original 

WAUETOD cocncoce sn 1,268,998,53 
Overpayment ....... tn ce ere ere $ 530,996.76 


This claim was prepared by Fred H. Brown of the firm of 
Lester Herrick and Herrick, Certified Public Accountants, and 
the facts herein contained he believes to be true. 


/s/ FRED H. BROWN, 
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Computation of Overpayment by Petitioner of 
Excess Profits Tax—Year 1942 


1. Surtax Net Income on Completed Contract 
Basis—as adjusted .................-.----.---0cc0cs---esesc-ceses $ 912,061.67 
(a) Surtax Net Income on com- 
pleted contract basis per Re- 
spondent’s Determination— 
CiixiaiDitpAmeage 8) _............ 922,502.20 
(b) Less—additional amortization 
claimed by Petitioner per para- 
graph V(a) (2) of Petition... 10,440.54 


Ue Of Joie nr $ 729,649.34 
>, NOMI sacl Sb k< nr None 


rw 


4. Excess Profits Tax Payable pursuant to See. 
710 (a) (1) (B) of Internal Revenue Code— 


Prior to reduction for normal and surtax............ 729 649.34 
». Exeess Profits Tax Paid per Petitioner’s Return 


ore W@ete SYS oo ne oe 1,268,998.53 


6. Overpayment by Petitioner subject to refund if 
Petitioner is not subject to any normal or surtax 539,349.19 
Add—Normal and Surtax per determination 
ACen mlues|oOMCeMt .................------.--.s0..:00s00-2seee 71,655.21 


8. Overpayment by Petitioner subject to refund if 


Petitioner’s Normal and Surtax liability is in 
the amount shown on Line 7 hereof........00.......... 611,004.40 


[Endorsed]: T.C.U.S. Filed April 22, 1946. 
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[Title of Tax Court and Cause. ] 
REQUEST FOR PLACE OF HEARING 


Petitioner hereby requests that the above en- 
titled proceeding be placed upon the circuit calen- 
dar for hearing on the merits at San Francisco, 
California. 

Petitioner’s counsel are located in San Francisco, 
and a hearing in that city will result in the least 
inconvenience and expense to petitioner. 


Dated San Francisco, California, April 18, 1946. 


/s/ ANSON HERRICK, 
/s/ L. W. WRIXON, 

/s/ SIGVALD NIELSON, 
/s/ HARRY R. HORROW, 


Counsel for Petitioner. 
[Endorsed]: T.C.U.S. Filed April 22, 1946. 


[Endorsed]: T.C.U.S. Granted April 29, 1946. 
Signed Bolan B. Turner, Judge. [33] 


[Title of Tax Court and Cause. | 
ANSWER 


Comes now the Commissioner of Internal Reve- 
nue, respondent above named, by his attorney, J. 
P. Wenchel, Chief Counsel, Bureau of Internal 
Revenue, and for answer to the petition filed by 
the above-named petitioner admits and denies as 
follows: 

1. Admits the allegations contained in paragraph 
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I of the petition, except it is denied that com- 
pleted returns were filed prior to May 14, 1943. 

II and III. Admits the allegations contained in 
paragraphs II and III of the petition. 

IV (a) to (f), inclusive. Denies that the Com- 
missioner erred in the determining of the deficiency 
as alleged in paragraph IV of the petition and 
subparagraphs (a) to (f), inclusive, thereunder. 

V (a) (1). Denies the allegations contained in 
subparagraph (a) (1) of paragraph V of the peti- 
tion. [34] 

V (a) (2). For lack of information, denies the 
allegations contained in subparagraph (a) (2) of 
paragraph V of the petition. 

V (b) GC) and (2). Admits the allegations con- 
tained in subparagraphs (b) (1) and (2) of para- 
eraph V of the petition. 

V (b) (8). For lack of information, denies the 
allegations contained in subparagraph (b) (3) of 
paragraph V of the petition. 

V (c) (1). Admits the allegations contained in 
subparagraph (c) (1) of paragraph V of the peti- 
tion. 

VY (ce) (2). Denies the allegations of fact eon- 
tained in subparagraph (c) (2) of paragraph V 
of the petition. 

V (d) (1). Admits the allegations contained in 
subparagraph (d) (1) of paragraph V of the peti- 
tion. 

V (d) (2). Denies the allegations of fact con- 
tained in subparagraph (d) (2) of paragraph V 
of the petition. 
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V (e). Denies the allegations contained in sub- 
paragraph (e) of paragraph V of the petition. 

V (f). Admits the allegations contained in sub- 
paragraph (f) of paragraph V of the petition, ex- 
cept it is denied petitioner overpaid its excess prof- 
its tax or that payments were made as alleged. 

VI. Demies generally and specifically each and 
everv allegation in the petition not hereinbefore 
admitted, qualified or [35] denied. 

Wherefore, it is prayed that the Commissioner’s 
determination be approved and the petitioner’s ap- 
peal denied. 


/s/ J. P. WENCHEL, 
Chief Counsel, 
Bureau of Internal Revenue. 


Of Counsel: 


een NEBLETT, 
Division Counsel ; 


T. M. MATHER, 
Special Attorney, 
Bureau of Internal Revenue. 


[Endorsed]: T.C.U.S. Filed June 4, 1946. [36] 


[Title of Tax Court and Cause. ] 


MOTION FOR LEAVE TO FILE 
AMENDMENTS TO PETITION 


Comes now the petitioner, Basalt Rock Co., Ine.. 
by its attorneys of record, Anson Herrick. C.P.A.. 
L. W. Wrixon, Esq., Sigvald Nielson, Esq., and 
Harry R. Horrow, Esq., and moves that leave be 
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given to file with this motion the amendments to 
the petition originally filed in this proceeding 
which are attached hereto. In support of this mo- 
tion petitioner shows as follows: 

1. Since the mailing of the notice of deficiency 
involved in this proceeding, the petitioner has paid 
the amount of 251,790.53, plus interest thereon in 
the amount of $50,854.79, by reason of the fact that 
it had withdrawn an application for relief under 
section 722 of the Internal Revenue Code for the 
year 1942. Said amount of $251,790.53 was deferred 
by petitioner on its excess profits tax return for 
1942 under the provisions of [37] section 710 (a) 
(5) of the Internal Revenue Code pending con- 
sideration of said application for rehef under sec- 
tion 722. 

2. Amendment of the petition is necessary to 
set forth the petitioner’s claim of an overpayment 
with respect to the aforesaid amount of $251,790.53, 
together with interest as provided by law. 

Wherefore, it is prayed that this motion be 
granted. 

Dated August 19, 1946. 

/s/ ANSON HERRICK. 
/s/ lL. W. WRIXON, 
/s/ SIGVALD NIELSON, 


/s/ HARRY R. HORROW, 
Counsel for Petitioner. 


[Endorsed]: T.C.U.S. Filed Aug. 27, 1946. 


[Endorsed]: T.C.U.S. Granted Aug. 30, 1946. 
Signed Bolon B. Turner, Judge. [38] 
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[Title of Tax Court and Cause. ] 
AMENDMENTS TO PETITION 


The above-named petitioner hereby amends its 
petition heretofore filed in the above-named pro- 
ceeding, as follows: 


1. Paragraph III of the petition is hereby 
amended to read as follows: 


“The tax in controversy is corporation excess 
profits tax for the calendar year 1942 and in the 
amount of $1,194,008.04. The Commissioner has de- 
termined a deficiency in excess profits tax for said 
vear in the amount of $583,003.64, of which the 
petitioner has paid since the mailing of the notice 
of deficiency involved in this proceeding the amount 
of $251,790.53, together with interest thereon from 
March 15, 1943, to the date of payment, and the 
petitioner claims that there is an overpayment in 
excess profits tax for said year in the sum of $862,- 
794.93, together with interest as provided by law.”’ 


2. Subparagraph (f) of paragraph IV of the 
petition is hereby amended to read as follows: [39] 

‘The respondent erred in determining that there 
is a deficiency in excess profits tax due from the 
petitioner for the year 1942 in the sum of $583,- 
003.64 and in failing to determine that there is an 
overpayment by petitioner in excess profits tax 
for said year in the sum of $862,794.93.”’ 


3. Subparagraph (f) of paragraph V of the 
petition is hereby amended to read as follows: 
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‘‘On or about the 16th day of April, 1945, peti- 
tioner filed form 8438, claim for refund to petitioner 
of excess profits tax for 1942 in the sum of $530,- 
996.76. A copy of said claim for refund in the 
amount of $530,996.76 is attached hereto, marked 
‘Exhibit C’, and by this reference is incorporated 
herein and made a part hereof. Since the mailing 
of the notice of deficiency involved in this pro- 
ceeding, the petitioner paid, on or about July 27, 
1946, the amount of $251,790.53 as excess profits 
tax for the year 1942, together with interest there- 
on from March 15, 1948, to July 27, 1946, in the 
sum of $50,854.79. Said amount of $251,790.63 of 
excess profits tax was claimed as a deferment on 
the petitioner’s excess profits tax return for the 
year 1942 under the provisions of section 710 (a) 
(5) of the Internal Revenue Code pending con- 
sideration of an application for relief under section 
722 of the Internal Revenue Code. Said application 
for relief has been withdrawn by the petitioner 
and for that reason the petitioner has paid said 
amount of excess profits tax so deferred, together 
with interest thereon. Petitioner alleges that it has 
overpaid its excess profits tax for the year 1942 
in the amount of $791,139.72 or in the event its 
normal tax and surtax liability for said year is 
$71,655.21, said overpayment is the amount of $862,- 
794.93, together with interest as provided by law, 
including interest paid on said amount of $251,- 
790.53. A statement attached hereto, marked ‘Ex- 
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hibit D’, and by this reference incorporated herein 
and made a part hereof, sets forth in detail the 
factors used in computing said overpayment of 
$791,139.72, or, in the alternative, $862,794.93. Peti- 
tioner paid excess profits tax for the year 1942 in 
the following amounts and on the following dates: 


$334,000.00 on March 18, 1943; 

$300,499.26 on June 15, 19438; 

$317,249.64 on September 15, 1943; 
$317,249.64 on December 15, 1948; and 
$251,790.53 together with interest thereon of 
$ 50,854.79 on July 27, 1946.”’ [40] 


4. he prayer of the petition is hereby amended 
to read as follows: 


‘“Wherefore, petitioner prays that this court may 
hear this proceeding and determine that there is no 
deficiency in excess profits tax due from this peti- 
tioner for the year 1942; that there is an overpay- 
ment in excess profits tax due to petitioner for 
said year in the sum of eight hundred sixty-two 
thousand seven hundred ninety-four and rinety- 
three hundredths dollars ($862,794.93), together 
with interest as provided by law, including interest 
on the sum of two hundred fifty-one thousand seven 
hundred ninety and fifty-three hundredths dollars 
($251,790.53), and that the amount of said over- 
payment was paid within three (3) years from the 
date of the filing of the claim for refund thereof 
or from the date of filing this petition or subse- 
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quent to the date of mailing of the notice of defic- 
lency, as the case may be; and for such other relief 
as may be proper.”’ 


Dated San Francisco, California, Aug. 19, 1946. 


/s/ ANSON HERRICK, 
/3s/ L. W. WRIXON, 
/s/ SIGVALD NIELSON, 
/s/ HARRY R. HORROW, 
Counsel for Petitioner. [41] 


State of California, 
County of Napa—ss. 


A. G. Streblow, being first duly sworn, says that 
he is an officer, to wit, President, of Basalt Rock 
Co., Inc., the petitioner named in the foregoing and 
annexed amendments to petition, and that as such 
officer he is duly authorized to verify said amend- 
ments to petition; that he has read the foregoing 
amendments to petition and is familiar with the 
statements contained therein, and that the state- 
ments contained therein are true, except those 
stated to be upon information and belief, and that 
those he believes to be true. 


A. G. STREBLOW, 


Subscribed and sworn to before me this 19th day 
of August, 1946. 
(Seal) JOHN R. ANDERSON, 
Notary Public in and for the County of Napa, 
State of California. 
My Commission Expires March 27, 1949. 


[Endorsed]: Filed Aug. 30, 1946. [42] 
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[Title of Tax Court and Cause. ] 


ANSWER TO AMENDMENTS TO PETITION 


Comes now the Commissioner of Internal Reve- 
nue, respondent above named, by his attorney, J. 
P. Wenchel, Chief Counsel, Bureau of Internal 
Revenue, and for answer to the amendments to 
petition filed by the above-named petitioner admits 


and denies as follows: 


1. Admits that the tax in controversy is corpora- 
tion excess profits tax for the calendar year 1942 
and in the amount of $1,194,008.04. Admits that the 
Commissioner has determined a deficiency in excess 
profits tax for said year in the amount of $583,- 
003.64, but for lack of information denies the re- 
maining allegations contained in paragraph 1 of 


the amendments to petition. 


2. Denies the allegations contained in paragraph 
2 of the amendments to petition. [43] 


3. Admits that on or about the 16th day of 
April, 1945, petitioner filed form 843, claim for 
refund to petitioner of excess profits tax for 1942 
in the sum of $530,996.76, but for lack of informa- 
tion denies the remaining allegations contained in 


paragraph 3 of the amendments to petition. 
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Wherefore, it is prayed that the Commissioner’s 
determination be approved and the petitioner’s ap- 
peal denied. 


/3/ J. P. WENCHEL, 
Chief Counsel, 
Bureau of Internal Revenue. 
Of Counsel: 


B. H. NEBLETT, 
Division Counsel; 


T. M. MATHER, 
Special Attorney, 
Bureau of Internal Revenue. 


[Endorsed]: T.C.U.S. Filed Sept. 23, 1946. [44] 


[Title of Tax Court and Cause. | 


MOTION FOR LEAVE TO FILE SECOND 
AMENDMENTS TO PETITION 


Comes now the petitioner, Basalt Rock Co., Inc., 
by its attorneys of record, Anson Herrick. C.P.A., 
L. W. Wrixon, Esq., Sigvald Nielson, Esq., and 
Harry R. Horrow, Esq., and moves that leave be 
given to file with this motion the amendments to the 
petition originally filed in this proceeding which 
are attached hereto. In support of this motion peti- 
tioner shows as follows: 

1. Since the filing of the petition and the amend- 
ments to the petition in this proceeding, the reve- 
nue agent’s report [45] on petitioner’s income and 
excess profits tax return for the taxable year 1943 
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has disclosed that petitioner overstated its income 
tor income and excess profits tax purposes for the 
year 1942 by reason of its erroneous accrual in 
said year of a certain claim which it had against 
the United States of America. 

2. An amendment of the petition is necessary to 
set forth the petitioner’s claim of an overpayment 
arising out of the correction of said erroneons ac- 
erual. 

Wherefore, it is prayed that this motion be 
granted. 

Dated December 6, 1946. 


/s/ ANSON HERRICK, 

/s/ L. W. WRIXON, 

/s/ SIGVALD NIELSON, 

/s/ HARRY R. HORROW, 
Counsel for Petitioner. 


[Endorsed]: T.C.U.S. Filed Dee. 13, 1946. 


[Endorsed]: T.C.U.S. Granted Dec. 13, 1946. 
Signed Ernest H. Van Fossan, Judge. [46] 


[Title of Tax Court and Cause. ] 
SECOND AMENDMENTS TO PETITION 


The above-named petitioner hereby amends its 
petition heretofore filed in the above-named pro- 
ceeding, as follows: 


1. Paragraph IIT of the amended petition is here- 
by amended to read as follows: 
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“The tax in controversy is corporation excess 
profits tax for the calendar year 1942 and in the 
amount of $1,266,788.49. The Commissioner has 
determined a deficiency in excess profits tax for 
said year in the amount of $583,003.64, of which 
the petitioner has paid since the mailing of the 
notice of deficiency involved in this proceeding the 
amount of $251,790.53, together with interest there- 
on from March 15, 1943, to the date of payment, 
and the petitioner claims that there is an overpay- 
ment in excess profits tax for said year in the sum 
of $935,575.38, together with interest as provided by 
law.’”’ 

2. Paragraph IV of the amended petition is 
hereby amended by inserting therein a new sub- 
paragraph as follows: [47] 

‘“(a) (1). The respondent erred in failing to 
determine that petitioner in its income and de- 
clared value excess profits tax and excess profits 
tax returns for the year 1942 overstated its gross 
receipts from long-term contracts for said year in 
the amount of $86,000, on account of the erroneous 
accrual as income of a claim against the United 
States for reimbursement, and in failing to adjust 
petitioner’s net income for income and excess prof- 
its tax purposes for the vear 1942 by reason of said 
overstatement. ”’ 

3. Subparagraph (f) of paragraph IV of the 
amended petition 1s hereby amended to read as 
follows: 

“he respondent erred in determining that there 
is a deficiency in excess profits tax due from the 
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petitioner for the year 1942 in the sum of $583,- 
003.64 and in failing to determine that there is an 
overpayment by petitioner in excess profits tax for 
the said year in the sum of $935,575.38.”’ 

4. Paragraph V of the amended petition is here- 
by amended by inserting therein a new subpara- 
graph as follows: 

‘““(a) (8). In arriving at its income from leng- 
term contracts for purposes of its income and de- 
clared value excess profits tax and excess profits 
tax returns for the year 1942, petitioner erron- 
eously included as gross receipts on its contract 
No. 80586 the amount of $86,000, representing a 
claim against the United States of America for 
reimbursement thereunder for wage expenses. Peti- 
tioner was at no time entitled to or did receive 
said amount so claimed. No adjustment of peti- 
tioner’s net income for income and excess profits 
tax purposes on account of such overstatement of 
income for the year 1942 was made by the Com- 
missioner in arriving at the deficiencies involved in 
this proceeding.’’ 

5. Subparagraph (c) (2) of paragraph V of 
the amended petition is hereby amended to read as 
follows: 

‘‘(e) (2). Petitioner alleges that its excess prof- 
its tax for the year 1942 is limited under the pro- 
visions of section 710 (a) (1) (B) of the Internal 
Revenue Code to an amount which, when added to 
its normal tax and surtax for [48] the vear 1942, 
equals 80 per cent of its surtax net income for said 
year determined under the provisions of section 15 
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of the Internal Revenue Code on a completed con- 
tract basis, as follows: 

Surtax net income; $821,086.11 

80 per cent thereof; $656,868.89 

Less normal tax and surtax; $71,655.21 

Exeess profits tax under section 710 (a) (1) (B) 
$585,213.68. ”’ 

6. Subparagraph (d) (2) of paragraph V of the 
amended petition is hereby amended to read as 
follows: 

‘“c(d) (2). Petitioner alleges that the income sub- 
ject to excess profits tax for purposes of the credit 
under section 26 (e) of the Internal Revenue Code 
should be computed without regard to the 80 per 
cent hmitation provision in section 710 (a) (1) (B) 
of the internal Revenue Code and on the basis of 
the percentage of completion method. Said income 
subject to excess profits tax for the purposes of 
said credit was in excess of petitioner’s normal 
tax and surtax net income, and there is no normal 
tax or surtax hability for the year 1942. Petition- 
er’s excess profits tax for said year is limited to 
the amount of $656,868.89 or 80 per cent of its 
surtax net income computed under section 15 of 
the Internal Revenue Code on the completed con- 
tract basis.’’ 

7. Subparagraph (e) of paragraph V of the 
amended petition is hereby amended to read ag 
follows: 

‘‘ce). In the alternative, in the event that the 
respondent correctly determined the credit allow- 
able under section 26 (e) of the Internal Revenue 
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Code by using the completed contract method and 
that petitioner is liable to normal tax and surtax 
for 1942 in the total amount of $71,655.21, peti- 
tioner alleges that its excess profits tax liability for 
the year 1942 should be computed by subtracting 
said normal tax and surtax liability from the afore- 
said sum of $656,868.89.’ 


8. Subparagraph (f) of paragraph V of the 
amended petition is hereby amended to read as 
follows: [49] 


‘‘On or about the 16th day of April, 1945, peti- 
tioner filed form 843, claim for refund to peti- 
tioner of excess profits tax for 1942 in the snm of 
$530,996.76. A copy of said claim for refund in 
the amount of $530,996.76 is attached hereto, 
marked ‘Exhibit C’, and by this reference is in- 
corporated herein and made a part hereof. Since 
the mailing of the notice of deficiency involved in 
this proceeding, the petitioner paid, on or about 
July 27, 1946, the amount of $251,790.53 as excess 
profits tax for the year 1942, together with interest 
thereon from March 15, 1943, to July 27, 1946, in 
the sum of $50,854.79. Said amount of $251,790.53 
of excess profits tax was claimed as a deferment 
on the petitioner’s excess profits tax return for the 
year 1942 under the provisions of section 710 (a) 
(5) of the Internal Revenue Code pending zon- 
sideration of an application for relief under section 
722 of the Internal Revenue Code. Said applica- 
tion for relief has been withdrawn by the petitioner 
and for that reason the petitioner has paid said 
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amount of excess profits tax so deferred, together 
with interest thereon. Petitioner alleges that it has 
overpaid its excess profits tax for the year 1942 
in the amount of $863,920.17 or in the event its 
normal tax and surtax liability for said year is 
$71,655.21, said overpayment is the amount of 
$935,575.38, together with interest as provided by 
law, including interest paid on said amount of 
$251,790.53. A statement attached hereto, marked 
‘Exhibit D’, and by this reference incorporated 
herein and made a part hereof, sets forth in detail 
the factors used in computing the amounts of over- 
payment claimed in the original petition. Petitioner 
paid excess profits tax for the year 1942 in the 
followmg amounts and on the following dates: 


$334,000.00 on March 18, 1943; 

$300,499.26 on June 15, 1943; 

$317,249.64 on September 15, 1948; 
$317,249.64 on December 15, 1943; and 
$251,790.53 together with interest thereon of 
$ 50,854.79 on July 27, 1946. 


9. The prayer of the amended petition is hereby 
amended to read as follows: [50] 


‘Wherefore, petitioner prays that this court may 
hear this proceeding and determine that there is no 
deficiency in excess profits tax due from this peti- 
tioner for the year 1942; that there is an overpay- 
ment in excess profits tax due to petitioner for said 
vear in the sum of nine hundred thirty-five thou- 
sand five hundred and seventy-five and thirty-eight 
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hundredths dollars ($935,575.38), together with in- 
terest as provided by law, including interest on the 
sum of two hundred fifty-one thousand seven hun- 
dred uinety and fifty-three hundredths dollars 
($251,790.53), and that the amount of said over- 
payment was paid within three (3) years from the 
date of the filing of the claim for refund thereof or 
from the date of filing this petition or subsequent 
to the date of mailing of the notice of deficiency, 
as the case may be; and for such other relief as 
may be proper.”’ 


Dated San Francisco, California, Dec. 6, 1946. 


/s/ ANSON HERRICK, 
/s/ L. W. WRIXON, 
/3/ SIGVALD NIELSON, 
/s/ HARRY R. HORROW, 
Counsel for Petitioner. [51] 


State of California, 
County of Napa—ss. 


A. G. Streblow, being first duly sworn, says that 
he is an officer, to wit, President, of Basalt Rock 
Co., Inc., the petitioner named in the foregoing and 
annexed amendments to petition, and that as such 
officer he is duly authorized to verify said emend- 
ments to petition; that he has read the foregoing 
amendments to petition and is familiar with the 
statements contained therein, and that the state- 
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ments contained therein are true, except those 
stated to be upon information and belief, and that 
those he believes to be true. 


A. G. STREBLOW. 


Subscribed and sworn to before me this 6th day 
of December, 1946. 


JOHN R. ANDERSON, 
Notary Public in and for the County of Nuepa, 
State of California. 


My Commission Expires March 27, 1960. 
[Endorsed]: T.C.U.S. Filed Dec. 18, 1946. [52] 


[Title of Tax Court and Cause. ] 


ANSWER TO SECOND AMENDMENTS 
TO PETITION 


Comes now the Commissioner of Internal Reve- 
nue, respondent above named, by his attorney, J. 
P. Wenchel, Chief Counsel, Bureau of Internal 
Revenue, and for answer to the second amendments 
to petition filed by the above-named petitioner, ad- 
mits and denies as follows: 

1. Admits that the tax in controversy is excess 
profits tax for the calendar year 1942: admits that 
the Commissioner has determined a deficiency in 
excess profits tax said year in the amount of $583,- 
003.64: denies the remaining allegations contained 
in paragraph 1 of the second amendments to peti- 
tion. 

2 to 9, inclusive. Denies the allegations contained 
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in paragraphs 2 to 9, inclusive, of the second 
amendments to petition. 

10. Denies generally and specifically every al- 
legation in the second amendments to petition not 
hereinbefore admitted, qualified or denied. 

Wherefore, it is prayed that the Commissioner’s 
determination be approved and the petitioner’s ap- 
peal denied. 


/s/ J. P. WENCHEL, 
Chief Counsel, 
Bureau of Internal Revenue. 


Of Counsel: 


is ff. NEBLETT, 
Division Counsel, 


T. M. MATHER, 
LEONARD RAUM, 
Special Attorneys, 
Bureau of Internal Revenue. 


[Endorsed]: T.C.U.S. Filed Dec. 13, 1946. [53] 
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STIPULATION OF FACTS 


It is hereby stipulated and agreed by and _ be- 
tween the parties hereto, through their respective 
attorneys, that the following facts shall be taken 
to be true and received as evidence for the pur- 
poses of this proceeding only, subject to the right 
of either party to introduce any further evidence 
not inconsistent with or contrary to the facts here- 
in stipulated: 


1. Petitioner is a corporation duly incorporated 
and existing under the laws of the State of Cali- 
fornia, and engaged in the business of shipbuild- 
ing and manufacturing concrete aggregates, road 
and fuel oils, and building materials. The principal 
office of petitioner is located at 8th and River 
Streets in the City of Napa, County of Napa, 
State of California. The petitioner files its Federal 
income and excess profits tax returns on the calen- 
dar vear basis. Its Federal corporation income and 
declared value excess profits tax return, Form 1120, 
and its Federal excess profits tax return, Form 
1121, for the calendar year 1942 were each filed 
with the Collector of Internal Revenue for the 
First District of California on May 14, 1943. Peti- 
tioner was etanted an extension of time to May 
15, 1942 within which to file Forms 1120 and 1121 
for the year 1942. [54] 

2. During the year 1942, and prior and subse- 
quent thereto, petitioner entered into certain con- 
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tracts, the performance of each of which required 
more than twelve months. Said contracts will here- 
inafter be termed ‘‘long-term contracts’’. ‘he meth- 
od of accounting regularly employed by petitioner 
in keeping its books of account and in filing its 
Federal corporation income and declared value ex- 
cess profits tax returns (Form 1120) was the ac- 
erual method, except that with respect to said long- 
term contracts the method of accounting regularly 
employed by petitioner in keeping its books of ac- 
count and in filing its Federal corporation income 
and declared value excess profits tax returns (Form 
1120) was the completed contract method as ver- 
mitted by section 29.42-4(b) of Regulations 111 and 
corresponding provisions of prior Regulations. 
Petitioner filed its Federal corporation income and 
declared value excess profits tax return (form 
1120) for the year 1942 in accordance with said 
methods of accounting. 


3. Petitioner, at or prior to the time of filing 
its Federal excess profits tax return, Form 1121, 
for the year 1942, exercised the election provided 
in section 736(b) of the Internal Revenue Code. 


4. Petitioner for the year 1942 realized income 
from certain long-term contracts and sustained 
losses from other long-term contracts, determined 
on the percentage of completion method of account- 
ing, resulting in a net income for the year 1942 
from all of [55] petitioner’s long-term contracts, 
determined on said method of accounting of $409,- 
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538.97. Said amount of $409,538.97 is computed as 
follows: 


Income or (Loss) 


(COTM ETO: IN (oy cL0}5)016) Ayame aie eee ($558,669.46) 
COOLANT VELE INOS, CHS W/ 5) eee ee ( 107,450.04) 
MW Gomnitene Tei ON A pee orc os cance cccceceseces 269,646.53 
CHOU SeNeLn IN Ce 25 10) ae 2 eee 359,181.26 
(COMM NG, (NG oo rr 451,827.33 


COUMOSE ISO. (Sle) 5 ee ( 4,996.65) 


Petitioner’s net income for 1942 from all of 
its long-term contracts, determined on the 


percentage of completion method of ac- 
ODUM ADS aac ee eS $409,538.97 


Contract Nos. 80586 and 87525 were each com- 
pleted by petitioner in the year 1942. Contract Nos. 
34, 2310, 661, and 808, were each completed by 
petitioner in the year 1944. 

5. The amounts specified in paragraph 4 as in- 
come or loss from long-term contracts include ad- 
justments for accelerated amortization deductions 
to which petitioner is entitled for the year 1942, 
in addition to amounts claimed on its Federal tax 
returns and allowed by the respondent in the no- 
tice of deficiency, as follows: 


(Comin seic ING, (S05) 2l0) en ieee nen en $ 6,986.08 
(Comeraicn INO. 225) eae Ee 3,454.46 
Chavaneneaeg® KG, azo ee 13,143.09 
COORG), 221 eee 8,940.32 
(COTES GE ING, OLN 3,366.53 


The amount specified in paragraph 4 as the loss 
on contract No. 80586 includes adjustment for the 
overstatement of gross receipts from said contract 
in petitioner’s Federal tax returns and in the re- 
spondent’s notice of deficiency in the amount of 
$62,771.40. 
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6. Petitioner sustained losses for the year 1942 
from long-term contracts, determined on the com- 
pleted contract method of accounting, in the amount 
of $889,898.02. Said amount of $889,898.02 is com- 
puted as follows: 


(Loss) 
Comeact No. 80586 .._.......... eee ($765,448.63) 


S@ritmeyet NO, 87525 _.......--.-------ns-ceseoceeoreeeneneee ( 124,349.39) 


Petitioner’s losses for 1942 from all its long- 
term contracts, determined on the com- 
pleted contract method of accounting...... ($889,898.02) 

7. The amounts specified in paragraph 6 as 
losses from long-term contracts include adjust- 
ments for accelerated amortization deductions for 
the years 1941 and 1942 to which the petitioner is 
entitled for the year 1942 in addition to the 
amounts claimed on its Federal tax returns and 
allowed by respondent in the notice of deficiency, as 
follows: 


COCTENGU: aN Tegel | Ss (0) aaa ne ee $ 11,520.81 
CIDTOUAET VOU DNIGE Stel ((S 45 3,895.29 


The amount specified in paragraph 6 as the loss 
on contract No. 80586 includes adjustment for the 
overstatement of gross receipts from said contract 
in petitioner’s Federal tax returns and in the re- 
spondent’s notice of deficiency in the amount of 
$86,000.00. 

8(a). Petitioner’s corporation surtax net income 
for the year 1942, for purposes of section 710(a) 
(1)(B) of the Internal Revenue Code, exclusive 
of any income or loss from long-term contracts and 
computed without regard to the credit provided 
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in section 26(e) of the Internal Revenue Code, 
was $1,710,984.13. Said amount of $1,710,984.13, 
for purposes of section 710(a)(1)(B) of the In- 
ternal Revenue Code, is to be adjusted to reflect the 
proper amount of income or loss for the year 1942 
from long-term contracts. 

8(b). If petitioner’s corporation surtax net in- 
come for the year 1942, for purposes of section 710 
(a)(1)(B) of the Internal Revenue Code, is to be 
determined by computing income or loss from long- 
term contracts on the percentage of completion 
method of accounting, said corporation surtax net 
income for such purposes, computed without re- 
gard to the credit provided in section 26(e) of the 
Internal Revenue Code, is $2,120,523.10. Said 
amount of $2,120,523.10 is computed as follows: 
Net income, exclusive of any income or loss from 

TOMS Vere COMPEACLS: 2...2...-..-....-...-..<.-0----02s0cct eee $ 1,710,984.13 
Plus: Income from long-term contracts, determined 


on the percentage of completion method of ac- 
COW MGINE cc ee. 409,538.97 


Net income, determined by computing income from 

long-term contracts on the percentage of comple- 

Tiomanethod OL ACCOUNTING ...............-22ccc-2000.0-0eee § 2 120523500 
Corporation surtax net income, determined by com- 

puting income from long-term contracts on the 

percentage of completion method of accounting 

and computed without regard to the eredit pro- 

vided in section 26(e) of the Internal Revenue 

(OME ccoececesct hss: ca ee $ 2,120,523.10 


S(c). If petitioner’s corporation surtax net in- 
come for the year 1942, for purposes of section 710 
(a)(1)(B) of the Internal Revenue Code, is to be 
determined by computing income or loss from long- 
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term contracts on the completed contract method 
of accounting, said corporation surtax net income 
for such purposes, computed without regard to the 
credit provided in section 26(e) of the Internal 
Revenue Code, is $821,086.11. Said amount of $$21,- 
086.11 is computed as follows: 
Net income, exclusive of any income or loss from 

BMP PAN CVIGVECOMULACES ...0...cc-ncs.-ccecoceasceseveeceecensne-sseeneee $ 1,710,984.13 


Less: Losses from long-term contracts determined 
on the completed contract method of accounting.. 889,898.02 


Net income, determined by computing income from 

long-term contracts on the completed contract 

PUNO GOI CCOUNLING ..:.---2.--.--cceccncscen-necnteeesccecsecese $ 821,086.11 
Corporation surtax net income, determined by com- 

puting income from long-term contracts on the 

completed contract method of accounting and 

computed without regard to the credit provided 

in section 26(e) of the Internal Revenue Code.....6$ 821,086.11 

8(d). Subparagraph (b) of this paragraph is not 
to be construed as an admission by petitioner that 
its net income and its corporation surtax net in- 
come, for purposes of section 710(a)(1)(B) of the 
Internal Revenue Code, is properly to be deter- 
mined by computing income or loss from long-term 
contracts on the percentage of completion method 
of accounting. Subparagraph (c) of this paragraph 
is not to be construed as an admission by respond- 
ent that petitioner’s net income and _ petitioner’s 
corporation surtax net income, for purposes of sec- 
tion 710(a)(1)(B) of the Internal Revenue Code, 
is properly to be determined by computing income 
or loss from long-term contracts on the completed 
contract method of accounting. 
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9. Petitioner’s normal tax net income for the 
year 1942, for purposes of determining petitioner’s 
normal tax for the year 1942 imposed by Chanter 
1 of the Internal Revenue Code, and petitioner’s 
corporation surtax net income for the year 1942, 
for purposes of determining petitioner’s surtax for 
the year 1942 imposed by Chapter 1 of the Inter- 
nal Revenue Code, each computed without regard 
to the credit provided in Section 26(e) of the 
Internal Revenue Code, were each $821,086.11. Said 
amount of $821,086.11 is computed as follows: [60] 
Net income, exclusive of any income or loss from 

MGmeePOT MAN COMEVACTS <-....,...-2<...----22csacecve-ncsneseeseee ee eel 


Less: Losses from long-term contracts, determined 
on the completed contract method of accounting 889,898.02 


Net income, determined by computing income from 

long-term contracts on the completed contract 

CMM OC MOU COUIUVNGS .......-..t0c-canc--a---senrectesn-veee eee $ 821,086.11 
Norimal-tax net income, for purposes of the normal 

tax imposed by Chapter I of the Internal Rev- 

enue Code. computed without regard to the credit 

provided in section 26(e) of the Internal Revenue 

COUR cocklao cei Ee $ 821,086.11 
Corporation surtax net income, for purposes of the 

surtax imposed by Chapter I of the Internal Rev- 

enue Code, computed without regard to the eredit 

provided in section 26(e) of the Internal Rev- 

ene (CMO decceccs nner ne re: $ 821,086.11 


Nothing in this paragraph shall be construed as 
stipulating, either directly or indirectly or by in- 
ference, either the method of determining or the 
amount of petitioner’s corporation surtax net in- 
come for the year 1942 for purposes of section 710 
(a)(1)(B) of the Internal Revenue Code. 

10. Petitioner’s adjusted excess profits net in- 
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come for the year 1942, determined by computing 
income or loss from long-term contracts on the 
percentage of completion method of accounting, 
was $1,845,468.76. Said amount of $1,845,468.76 is 
computed as follows: [61] 


Normal-tax net income, exclusive of any income or 

loss from long-term contracts and computed with- 

out regard to the credit provided in section 26(e) 

Gietiie Internal Revenne Code............-.....-.---...-..- $ 1,710,984.13 
Plus: Net income from long-term contracts, de- 

termined on the percentage of completion method 

Be 0c cr MUM MH 9 tee 2 recs -cnseescceesde<oesdeeptestexseceetecesseossos 409,538.97 


Normal-tax net income, determined by computing 
income from long-term contracts on the percent- 
age of completion method of accounting, and com- 
puted without regard to the credit provided in 
section 26(e) of the Internal Revenue Code........ $ 2,120,523.10 
Less : 
Net gain from sale or exchange of 
capital assets held for more than 
ane TI OiN CI $ 37,617.15 
Nontaxable income from exempt ex- 
cess output under section 735 of 
the Internal Revenue Code............ 81,809.89 
$ 119,427.04 
Excess profits net income, determined by comput- 
ing income from long-term contracts on the per- 
centage of completion method of accounting........ $ 2,001,096.06 


Less: 


Specific exemption -..........-.----...0 $ 5,000.00 
Excess profits credit 

(qn¢omme) method ) .........------.--------- 150,627.30 
Unused excess profits credit 

a AION C1 Rc ere None 


$ 155,627.30 
Adjusted excess profits net income, determined by 
computing income from long-term contracts on 
the percentage of completion method of ac- 


BRT IN est cheek 22 ee a agut ea twabeeades ha nidecezney $ 1,845,468.76 
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11. Petitioner does not admit that it has an 
adjusted excess profits net income for the year 1942 
which 1s determined by computing income o1 loss 
from long-term contracts on the completed contract 
method of accounting. Petitioner agrees, however, 
and it is so stipulated, that if petitioner does have 
an adjusted excess profits net income which is 
determined by computing income or loss from long- 
term contracts on the completed contract method 
of accounting, said adjusted excess profits net in- 
come so determined is $546,031.77. Said amount of 
$546,031.77 is computed as follows: 


Normal-tax net income, exclusive of any income or 
loss from long-term contracts and computed 
without regard to the credit provided in section 
26(e) of the Internal Revenue Code...................-.--. $ 1,710,984.13 


Less: Losses from long-term contracts, determined 
on the completed contract method of accounting 889,898.02 


Normal-tax net income, determined by computing 
income from long-term contracts on the com- 
pleted contract method of accounting, and com- 
puted without regard to the credit provided in 
section 26(e) of the Internal Revenue Code.......... $ 821,086.11 


Less: 
Net gain from sale or exchange of 
capital assets held for more than 
SUS UIGINLDS .o ce. he $ 37,617.15 


Nontaxable income from exempt ex- 
cess output under section 735 of 
the Internal Revenue Code........ 81,809.89 
$ 119,427.04 


Excess profits net income, determined by comput- 
ing income from long-term contracts on the com- 
pleted contract method of accounting.................... $ 701,659.07 
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Less : 
Peeine EXCMPLtION ..............-....--------- $ 5,000.00 
Excess profits credit 
@aicome method) .......-......:----.----- 150,627.30 
Unused excess profits 
Be AO )USHIMENL -.......2.-2----2----5--- None 


$ 155,627.30 

Adjusted excess profits net income, determined by 

computing income from long-term contracts on 

the completed contract method of accounting......$ 546,031.77 

12. There was no increase, attributable to con- 
tracts completed in 1942, in petitioner’s excess prof- 
its tax imposed for either 1940 or 1941 due to its 
exercise of the election provided in section 736(b) 
of the Internal Revenue Code. 

13. Petitioner paid excess profits tax for the year 
1942 in the following amounts and on the following 
dates: 


$333,042.61 on March 15, 1943, 

$301,456.65 on June 15, 1943, 

$317,249.64 on September 15, 1943, 
$317,249.63 on December 15, 1943, and 
$251,790.53, together with interest thereon of 
$ 50,854.79, on July 30, 1946. 


Petitioner in its excess profits tax return for 
1942 claimed the right to defer the payment of 
$251,790.53 under the provisions of section 710(a) 
(5) of the Internal Revenue Code pending con- 
sideration of a claim under section 722 of the In- 
ternal Revenue Code for [64] the year 1942. The 
payment of said $251,790.53 was so deferred. Said 
claim under section 722 of the Internal Revenue 
Code for the year 1942 was withdrawn prior to the 
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date of mailing of the notice of deficiency herein. 
Petitioner paid the said $251,790.53, payment of 
which had been deferred under the provisions of 
section 710(a)(5) of the Internal Revenue Code, 
together with interest thereon of $50,854.79, on 
July 30, 1946. 

14. On or about March 15, 1946, petitioned filed 
an application under the provisions of section 124 
(j) of the Internal Revenue Code for tentative ad- 
justment of its excess profits tax for the year 1942 
due to revised amortization deduction. Subsequent 
to the filing of said application and to the filing of 
the petition herein, said application was allowed by 
respondent with respect to petitioner’s excess prof- 
its tax for the year 1942 in the amount of $32,301.43 
and the petitioner was allowed credit or refund 
of $29,071.29 of its excess profits tax for the year 
1942 (said sum of $29,071.29 being said $32,301.43 
minus the post-war refund credit of $3,230.14 under 
section 780 of the Internal Revenue Code attribut- 
able to said $32,301.43), plus $3,302.05 interest, 
based on said application. 

15. Petitioner in its excess profits tax return 
for 1942 showed an excess profits tax of $1,520,- 
789.06. As stated in paragraph 13, supra. peti- 
tioner claimed the right to defer payment [f5] of 
$251,790.53 under the provisions of section 710(a) 
(5) of the Internal Revenue Code, and payment of 
said $251,790.53 was so deferred. Petitioner in said 
excess profits tax return for 1942 accordingly 
showed an excess profits tax payable of $1,268,- 
998.53. Petitioner received post-war refund honds, 
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with respect to the year 1942, issued under the pro- 
visions of section 780 of the Internal Revenue Code, 
in the amount of $126,899.85. All of said bonds in 
the amount of $126,899.85 were cashed by peti- 
tioner on January 8, 1946. 


/s/ SIGVALD NIELSON, 


/3/ HARRY R. HORROW, 
Counsel for Petitioner. 


/s/ J. P. WENCHEL, 
Chief Counsel, Bureau of Internal Revenue, Coun- 
sel for Respondent. 


Of Counsel: 


Pete NEE Le TT, 
Division Counsel. 


T. M. MATHER, 
LEONARD RAUM, 
Special Attorneys, 
Burean of Internal Revenue. 


[Endorsed]: T.C.U.S. Filed Dec. 13, 1946. [66] 
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[Title of Tax Court and Cause.] 
ORDER OF CONTINUANCE 


This proceeding was called from the calendar of 
December 13, 1946 at San Francisco, California, 
and heard in part, on motion of counsel for the 
parties to continue to the Washington, D. C., eal- 
endar for further hearing, and requesting that 
the proceeding be not set for a period of 60 days, 
it is 

Ordered: That the motion is granted, and the 
proceeding is continued to the Washington, D. C., 
ealendar of February 12, 1947. 


(Seal) /s/ ERNEST H. VAN FOSSAN, 
Judge. 
Dated December 13, 1946. San Francisco, Calif. 
— [67] 


(Title of Tax Court and Cause. ] 
SUPPLEMENTAL STIPULATION OF FACTS 


This supplemental stipulation of facts, exeept for 
paragraphs 10 and 11, is entered into at the re- 
quest of counsel for petitioner. It is stipulated be- 
tween the parties hereto, by their respective coun- 
sel, that the following facts are true and may be 
received in evidence by The Tax Court in this pro- 
ceeding, subject only to the respondent’s exception 
to the materiality or relevancy of the facts stated 
in paragraphs 1 through 9, inclusive, to the de- 
cision of the issues presented in this proceeding: 
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1. Under date of March 27, 1946, the Burcau of 
Internal Revenue reported a case to the Chairman 
of the Joint Committee on Internal Revenue Taxa- 
tion, Congress of the United States, as required by 
section 3777(a) of the Internal Revenue Code, in- 
volving proposed over-assessments of income and 
excess profits taxes of over $75,000. 'The proposed 
over-assessments of excess profits tax were for the 
most part based on the application of section 35.736 
(a)-3 of Regulations 112 [68] which in effect pro- 
vides that, in the case of a taxpayer which com- 
putes its income from installment sales under the 
method provided by section 44(a) of the Internal 
Revenue Code for purposes of the income tax im- 
posed by chapter 1 of the Code and which has 
exercised the election provided in section 736(a) of 
the Code to compute its income from insta!lment 
sales on the accrual method of accounting for pur- 
poses of the excess profits tax imposed by chapter 
2E of the Code, corporation surtax net income 
shall be determined, for purposes of section 710(a) 
(1)(B) of the Code, by computing income from 
installment sales on the accrual method of account- 
ing. The excess profits tax liability of the taxpaver 
in the said case was computed under section 710 
(a)(1)(B) of the Code and section 35.736(a)-3 
of Regulations 112 in determining the amount of 
said proposed overassessments. Under date of April 
11, 1946, the Treasury Department was informed 
by the Chief of Staff of the Joint Committee that 
a report to him by members of his staff disclosed 
no basis for unfavorable criticism of the overassess- 
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ments and that the Bureau of Internal Revenue 
should proceed with the disposition of the case in 
whatever manner it saw fit. The proposed over- 
assessments were accordingly allowed and abate- 
ments, credits, and refunds in the amount of said 
overassessments were allowed and made. 

2. Under date of May 238, 1946, the Bureau of 
Internal Revenue reported to the Chairman of the 
Joint Committee on Internal Revenue [69] Taxa- 
tion a second case involving proposed overassess- 
ments of income tax and excess profits tax of over 
$75,000. The proposed overassessments of excess 
profits tax in this case, as in the case referred 
to in paragraph I, supra, were due in part to the 
application of the provisions of section 35.736(a)-3 
of Regulations 112 relating to the determination of 
corporation surtax net income for purposes of sec- 
tion 710(a)(1)(B) of the Internal Revenue Code. 
The excess profits tax lability of the taxpayer in 
the said case, as in the case referred to in para- 
graph 1, supra, was computed under section 710 
(a)(1)(B) of the Code and section 35.736(a)-3 of 
Regulations 112 in determining the amount of the 
proposed overassessments. 

Under date of June 27, 1946, the Chief of Staff 
of the Joint Committee transmitted to the Treasury 
Department a memorandum, prepared by one of 
the members of his staff and approved by the As- 
sistant Chief of Staff of the Joint Committee, 
without any indication that the Chief of Staff of 
the Jomt Committee approved the said memoran- 
dum but with the statement in the letter of trans- 
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mittal that if upon reading the said memorandum 
the Treasury Department was still of the opinion 
that the proposed refund should be made he would 
be glad to discuss the matter at a conference to 
be arranged. In said letter of transmittal the Chief 
of Staff of the Joint Committee did not advise 
the Treasury Department that it should proceed 
with the disposition of the case in whatever manner 
it saw fit. The memorandum states that ‘‘it is 
suggested that this case be objected to [70] for the 
reason that under the present section 35.736(a)-3 
of Regulations 112 as amended by T.D. 5388, ap- 
plication of the 80 percent limitation allows tax- 
paver an excessive refund for 1942.’’ The memor- 
andum contains the following sentence: ‘“‘Jt is 
submitted that section 35.736(a)-3 of Regulations 
112 as amended by 'T’.D. 5388 should be amended 
to conform to the opinion of Judge Kern in the 
West End Furniture Co. case, supra, so that the 
80 percent limitation under section 710(a)(1)(B) 
of the Code as amended shall apply to surtax net 
income computed on the installment basis, in those 
cases involving taxpayers returning income on the 
installment sales basis under section 44(a) of the 
Code and electing under section 736(a) of the Code 
as amended to compute excess profits tax lability 
on the accrual basis.’’ Under date of December 
16, 1946, the Chief Counsel for the Bureau of In- 
ternal Revenue informed the Chief of Staff of the 
Joint Committee by letter that he was ‘‘still of the 
opinion that the overassessment [in the case re- 
ferred to in this paragraph] should he approved.’’ 
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No further action has been taken either hy the 
Bureau of Internal Revenue or by the Staff of 
the Jomt Committee with respect to the said case 
since the Chief Counsel for the Bureau of Internal 
Revenue sent the said letter of December 16, 1946 
to the Chief of Staff of the Joint Committee. The 
proposed overassessments in the said case have heen 
neither [71] allowed nor disallowed as of the date 
this supplemental stipulation of facts was entered 
into by the parties to this proceeding. 


3. Under date of August 23, 1946, the Bureau of 
Internal Revenue reported to the Chairman of the 
Joint Committee on Internal Revenue Taxation a 
third ease involving proposed overassessments of 
mcome tax, declared value excess profits tax, and 
excess profits tax of over $75,000. The proposed 
overassessments of excess profits tax in this ease, 
as in each of the cases referred to in paragraphs 
J and 2, supra, were due in part to the application 
of the provisions of section 35.736(a)-3 of Regula- 
tions 112 relating to the determination of corpora- 
tion surtax net income for purposes of section 710 
(a)(1)(B) of the Internal Revenue Code. The ex- 
cess profits tax hability of the taxpayer in the said 
case, as in each of the cases referred to in para- 
graphs 1 and 2, supra, was computed under section 
710(a)(1)(B) of the Code and section 35.736(a)-3 
of Regulations 112 in determining the amount of 
the proposed overassessments. 


Under date of September 19, 1946, the Chief 
of Staff of the Joint Committee transmitted to the 
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Treasury Department a memorandum, prepared by 
the Assistant Chief of Staff of the Joint Committee, 
without any indication that the Chief of Staff of 
the Joint Committee approved the said memoran- 
dum but with the statement in the letter of trans- 
mittal that if upon reading the said memorandum 
the Treasury Department [72] was still of the op- 
inion that the proposed refund should be made he 
would be glad to discuss the matter at a conference 
to be arranged. In said letter of transmittal the 
Chief of Staff of the Joint Committee did not ad- 
vise the Treasury Department that it should pro- 
ceed with the disposition of the case in whatever 
manner it saw fit. The memorandum states that in 
the opinion of the author the proposed retund 
should not be agreed to and that whatever disposi- 
tion is made of the case referred to in paragraph 
2, supra, would obviously govern with respect: to the 
said case. The memorandum points out that the 
objection therein raised was predicated not solely 
on the original opinion promulgated in the West 
End Furniture Company case, 6 T.C. 557, but on 
the belief that the conclusion reached represepted 
the correct interpretation of the statute. Under 
date of December 16, 1946, the Chief Counsel for 
the Bureau of Internal Revenue informed the Chief 
of Staff of the Joint Committee by letter that he 
was ‘‘still of the opinion that the overassessment 
[in the case referred to in this paragraph] should 
be approved.’’ No further action has been taken 
either by the Bureau of Internal Revenue or by the 
Statf of the Jomt Committee with respect to the 
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said case since the Chief Counsel for the Bureau 
of Internal Revenue sent the said letter of Decem- 
ber 16, 1946 to the Chief of Staff of the Joint 
Committee. The proposed [73] overassessments in 
the said case have been neither allowed nor dis- 
allowed as of the date this supplemental stipula- 
tion of facts was entered into by the parties to 
this proceeding. 


4+. Under date of September 10, 1946, the Bu- 
reau of Internal Revenue reported to the Chairman 
of the Joint Committee on Internal Revenue Taxa- 
tion a fourth case involving proposed overassess- 
ments of income tax, declared value excess profits 
tax, and excess profits tax of over $75,000. The 
proposed overassessments of excess profits tax im 
this case, as in each of the cases referred to in 
paragraphs 1, 2, and 3, supra, were due in part. to 
the application of the provisions of section 35.736 
(a)-3 of Regulations 112 relating to the determina- 
tion of corporation surtax net income for purposes 
of section 710(a)(1)(B) of the Internal Revenue 
Code. The excess profits tax liability of the tax- 
payer in the said case, as in each of the cases re- 
ferred to in paragraphs 1, 2, and 3, supra. was 
computed under section 710(a)(1)(B) of the Code 
and section 35.736(a)-3 of Regulations 112 in deter- 
mining the amount of the proposed overassess- 
ments. 


Under date of October 9, 1946, the Chief of Staff 
of the Joint Committee transinitted to the Treasury 
Department a memorandum, prepared by the As- 
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sistant Chief of Staff of the Joint Committee, with- 
out any indication that the Chief of Staff of the 
Joint Committee [74] approved the said memor- 
andum but with the statement in the letter of trans- 
mittal that if upon reading the said memorandum 
the Treasury Department was still of the opinion 
that the proposed refund should be made he would 
be glad to discuss the matter at a conference to 
be arranged. In said letter of transmittal the Chief 
of Staff of the Joint Committee did not advise the 
Treasury Department that it should proceed with 
the disposition of the case in whatever manner it 
saw fit. The memorandum contains the following 
two sentences: ‘‘There is no question but that the 
taxpayer is entitled to the benefit of section 736(a) 
of the Code. The only doubt with respect to the 
computation of its excess profits tax relates to the 
method of computing the 80 percent limitation.”’ 
The memorandum, after quoting extensively from 
the memorandum referred to in paragraph 3, supra, 
which was written by the same author as the mem- 
orandum written in connection with the case re- 
ferred to in this paragraph, concludes by saying 
that it appears that the case referred to in this 
paragraph should be consolidated with the cases 
referred to in paragraphs 2 and 3, supra, and that 
‘‘the overassessments proposed by the Commission- 
er should not be accepted by the Staff.’? Under 
date of December 16, 1946, the Chief Counsel for 
the Bureau of Internal Revenue informed the 
Chief of Staff of the Joint Committee by letter 
that he was ‘‘still of the opinion that the over- 
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assessment [in the case referred to in this para- 
evaph] should be approved.’’ No further action 
has been taken either by the Bureau of Internal 
Revenue or by the Staff of the Joint Committee 
with respect to the said case since the Chief Coun- 
sel for the Bureau of Internal Revenue sent the 
said letter of December 16, 1946 to the Chief of 
Staff of the Joint Committee. The proposed over- 
assessments in the said case have been neither 
allowed nor disallowed as of the date this supple- 
inental stipulation of facts was entered into by the 
parties to this proceeding. 


9. The letters of December 16, 1946 from the 
Chief Counsel for the Bureau of Internal Revenue 
to the Chief of Staff of the Joint Committee re- 
ferred to in paragraphs 2, 3 and 4, supra, are the 
same letter. That is, the Chief Counsel for the 
Bureau of Internal Revenue sent one letter to the 
Chief of Staff of the Joint Committee under date 
of December 16, 1946 in which he stated that he 
was still of the opinion that the proposed over- 
assessments in each of the eases referred to in 
paragraphs 2, 3, and 4, supra, should be approved. 


6. No case involving a proposed overassessment 
of excess profits tax in which the excess profits 
tax hability of the taxpayer was computed under 
section 710(a)(1)(B) of the Internal Revenue Code 
and the provisions of section 35.736(b)-3 of Regu- 
lations 112, or [76] the corresponding provisions 
of Regulations 109, which provisions of the regu- 
lations relate to the determination of corporation 
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surtax net income for purposes of section 710(a) (1) 
(B) of the Code in the case of a taxpayer which 
has exercised the election provided in section 736 
(b) of the Code to compute its income from long- 
term contracts on the percentage of completion 
method of accounting for purposes of the excess 
profits tax imposed by chapter 2-E of the Code, 
has been reported to or considered by the Joint 
Committee on Internal Revenue Taxation itself or 
the Staff of the Joint Committee. 


7. No case involving a proposed overassessment 
of excess profits tax in which the excess profits tax 
lability of the taxpayer was computed under sec- 
tion 710(a)(1)(B) of the Internal Revenue Code 
and the provisions of section 35.736(a)-3 of Regu- 
lations 112, or the corresponding provisions of 
Regulations 109, which provisions of the regula- 
tions relate to the determination of corporation 
surtax net income for purposes of section 719(a) 
(1)(B) of the Code in the case of a taxpaver 
which has exercised the election provided in section 
736(a) of the Code to compute its income from 
installment sales on the accrual method of ac- 
counting for purposes of the excess profits tax im- 
posed by chapter 2E of the Code, has heen con- 
sidered by the Joint Committee on Internal Reve- 
nue Taxation itself as distinguished from the Staff 
of the Joint Committee. [77] 


8. If the Treasury Department and the Staff of 
the Joint Committee are unable to come to an 
agreement on a proposed overassessment, the mat- 
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ter may be referred to the Joint Committee on 
Internal Revenue Taxation itself as distinguished 
from the Staff of the Joimt Committee. Even 
though the Treasury Department and the Staif of 
the Joint Committee are in agreement on a pro- 
posed overassessment, said proposed overassess- 
ment may be referred to the Joint Committee it- 
self. It is the practice of the Treasury Department 
not to allow a proposed overassessment in any case 
in which the Jomt Committee on Internal Revenue 
Taxation has unfavorably criticised the proposed 
overassessment. 


9. Respondent hereby waives all ojections, ex- 
cept those of materiality or relevancy to the de- 
cision of the issues presented in this proceeding, 
to the receipt in evidence of the letter marked for 
identification at the hearing in this proceeding as 
Petitioner’s Exhibit 6. 


10. Attached hereto is a copy of a memoran- 
dum from Deputy Commissioner of Internal Reve- 
nue HK. J. MeLarney, Head of the Income Tax 
Unit of the Bureau of Internal Revenue, to the 
Chief Counsel for the Bureau of Internal Revenue. 
Petitioner has no objection to the receipt of the 
original or a copy of said memorandum in evidence 
as a Respondent’s Exhibit. [78] 


Il (a). Petitioner’s credit for income subject to 
the excess profits tax, provided in section 26(e) of 
the Internal Revenue Code, which is allowable for 
the vear 1942 is $546,031.77. Said amount of $546,- 
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031.77 is computed as shown in subparagraphs (b) 
and (c) of this paragraph. 


(b). Petitioner’s excess profits tax for the year 
1942 computed pursuant to its election under sec- 
tion 736(b) of the Internal Revenue Code and 
without regard to the provisions of section 710(a) 
(1)(B) of the Code exceeds petitioner’s excess 
profits tax for said year computed without regard 
to said election and without regard to said provi- 
sions of section 710(a)(1)(B) of the Code by the 
amount of $1,169,493.29. Said amount of $1,169,- 
493.29 is computed as follows: 


Adjusted excess profits net income, 
pursuant to election under see- 
tion 736 (b) of the Code.............. $ 1,845,468.76 


Exeess profits tax under section 
710(a) (1) (A) of the Code, pur- 
suant to election under section 
736 (b) of the Code (90% of 
S49 AGB TG) oo occeeicee cc ceec ae $ 1,660,921.88 


Adjusted excess profits net income, 
without regard to election under 
section 736 (b) of the Code.......... 546,031.77 
Excess profits tax under section 710 
(a) (1) (A) of the Code, without 
regard to election under section 
736 (b) of the Code, (90% of 
SG USL) a re $ 491,428.59 


Increase in excess profits tax im- 
posed for the year 1942, due to 
election under section 736 (b) of 
the Code, which is considered to 
be part of the excess profits tax 
for a subsequent taxable year for 
purposes of the credit provided in 
section 26 (e) of the Code............ $ 1,169,493.29 
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(c). Petitioner’s credit for income subject to the 
excess profits tax, provided in section 26(e) of the 
Internal Revenue Code, which is allowable for the 
year 1942 is $546,031.77. Said amount of $546,- 
031.77 is computed as follows: 


Excess profits tax imposed by section 710(a) (1) (A) 
of the Internal Revenue Code for the year 1942 
computed upon the completed contract basis method 
COE ANOOOULUUTLINEC eee ED $491,428.59 


Plus: 

Excess profits tax imposed for 1940, attribu- 
table to contracts completed in 1942, due to 
petitioner’s exercise of the election pro- 
vided in section 736 (b) of the Internal 
Neveu CCC anes eee eee eee eRe 0 

Excess profits tax imposed for 1941, attribu- 
table to contracts completed in 1942, due to 
petitioner’s exercise of the election pro- 
vided in section 736 (b) of the Internal 
MME TINIE OG c.sccccedeesteceeeeeveesececesed-xacteceseee lee 0 0 


Tax imposed by subchapter FE of chapter 2 of the In- 

ternal Revenue Code for the year 1942 for purposes 

of section 26 (e) of the Internal Revenue Code........ $491,428.59 
Credit provided under section 26 (e) of the Internal 

Revenue Code for income subject to the excess 

promts tax (10/9ths of $491,428.59) ............... $546,031.77 

(d). Petitioner hereby waives its assignments 
of error contained in subparagraph (d) of para- 
eraph LV of the petition, as amended, with respect 
to the determination of the credit for income sub- 
ject to the [80] excess profits tax provided in sec- 
tion 26(e) of the Internal Revenue Code. Peti- 
tioner and respondent respectfully request the 
Comrt to take into account the above stipulated 
figure of $546,031.77 as petitioner’s credit for in- 
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come subject to the excess profits tax provided in 
section 26(e) of the Internal Revenue Code in 
entering its decision in this proceeding. 
/s/ SIGVALD NIELSON, 
Counsel for Petitioner. 


/s/ HARRY R. HARROW, 
Counsel for Petitioner. 


/s/ J. P. WENCHEL, 
Chief Counsel, Bureau of Internal Revenue, Coun- 
sel for Respondent. 


Of Counsel : 
B. H. NEBLETT, 
Division Counsel. 
T. M. MATHER, 
LEONARD RAUM, 
Special Attorneys, 
Bureau of Internal Revenue. [81] 


Bureau of Internal Revenue 
Income Tax Unit 


January 20, 1947 


Memorandum for Mr. J. P. Wenchel 
Chief Counsel 
Bureau of Internal Revenue 


In re: Sections 35.736(a)-3 and 35.736(b)-3 
of Regulations 112 and corresponding pro- 
visions of Regulations 109 


Reference is made to your memorandum dated 
January 14, 1947, in which you request advice as 
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to whether it has been the purpose of this office to 
follow the provisions of the regulations at all times 
since their promulgation and whether to our know]- 
edge there has ever been, or is now, any deviation 
from such purpose of disposing of cases in accord 
with the provisions of the regulations. 

IT have consulted with the Heads of the Audit 
Review Divisions and the Head of the Practice and 
Procedure Division, and they have informed me 
that they have never suggested or recommended 
that the regulations be deviated from and that to 
their knowledge there has never been any deviation 
from existing regulations in any case. This is also 
the observation of the Assistant Deputy Commis- 
sioner and the undersigned. 


/s/ B. 1. MeLARNEY, 
Deputy Commissioner. 


[Endorsed]: T.C.U.S. Filed Feb. 12, 1947. [82] 
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The Tax Court of the United States 
Docket No. 10620 
BASALT ROCK CoO., INC., 


Petitioner, 
vs. 
COMMISSIONER OF INTERNAL REVENUE, 
Respondent. 


Room 417, Appraisers Building 
630 Sansome Street 
San Francisco, California 


December 13, 1946—2:40 p.m. 
(Met pursuant to notice.) 


Before: Honorable Ernest H. Van Fossan, Judge. 

Appearances: Harry R. Horrow, Esq., 225 Bush 
Street, San Francisco, California, appearing for 
the Petitioner. Leonard Raum, Esq. (Honorable 
J. P. Wenchel, Chief Counsel, Bureau of Internal 
Revenue), appearing for the Respondent. [85] 


PROCEEDINGS 


The Clerk: Docket No. 10620, Basalt Rock Com- 
pany, Ine. 

State your appearances. 

Mr. Horrow: Ready for the Petitioner. Harry 
R. Horrow appears for the Petitioner. 

Mr. Raum: Leonard Raum for the Respondent. 

The Clerk: Of the Standard Oil Building, Mr. 
Horrow ? 

Mr. Horrow: Yes, care of Pillsbury, Madison 
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and Sutro, 225 Bush Street, San Francisco, Cali- 
fornia. 

The Court: Would you state the issue in this 
matter, Mr. Horrow? 

Mr. Horrow: If your Honor please, we have 
some amended pleadings to file in this matter. If 
T may, at this time I will file a Motion for Leave 
to File a Second Amendment to the Petition, to- 
gether with the amendments thereto. 

The Court: Is it an amended petition or amend- 
ment to the petition? 

Mr. Horrow: Amendment to the petition. 

The Court: Is there any objection? 

Mr. Raum: No objection. 

The Court: They may be filed. 

Mr. Raum: I may at the same time file the 
Respondent’s Answer to the Amended Petition. 

The Court: It may be filed. 


OPENING STATEMENT ON BEHALF OF 
THE PETITIONER 


By Mr. Horrow: [86] 


Mr. Horrow: If your Honor please, this case 
is an excess profits tax case for the year 1942. Com- 
missioner has determined a deficiency in the amount 
of $583,003.64. ‘The Petitioner is claiming an over- 
payment im the sum of $935,575.38. There are cer- 
tain assignments of error in the petition and the 
amendments thereto that have been eliminated by 
stipulation. There remain two issues of law for 
vour Honor’s determination: 

One issue relates to the application of the 80 per 
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cent limitation under Section 710 (a) (1) B of the 
Internal Revenue Code. 

The other issue relates to the proper determina- 
tion of the credit under Section 26 (e) of the Code. 

The principal issue is the first point, namely, the 
application of limitation under Section 710 (a) 
(1) B. Section 710 (a) (1) B in brief provides 
that the excess profits tax shall be the lesser of two 
amounts: One amount computed by taking 90 per- 
cent of the adjusted excess profits net income; the 
other amount is to be determined by subtracting 
from it a sum equal to 80 percentum of the corpora- 
tion surtax as income, computed under Section 15 
without regard to this credit under Section 26 (e), 
the amount of the normal and surtax under Chap- 
ter 1, the Income Tax Provision of the Code. 

The issue is as to the proper determination of the 
surtax, the corporation surtax net income computed 
under [87] Section 15 for the purposes of the Sec- 
tion to which I have referred. The controversy 
stems from an election which was exercised by the 
taxpayer under Section 736 (b) of the Code. The 
taxpayer was engaged in the performance of long- 
term contracts; that is, contracts which required 
performance over a period of more than 12 months. 
Its regular method of accounting in keeping its 
books and in filing its returns with respect to such 
long term contracts was the completed contract 
method and that method was used in computing its 
normal tax and surtax. 

Under Section 736 it was afforded and it exer- 
cised an election to use the percentage of comple- 
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tion method. In arriving at the deficiency, the 
Respondent determined that the corporation surtax 
net income on which the 80 per cent limitation is 
based must be computed not by using the completed 
contract method, but by using the percentage of 
completion method. 

There is no dispute that in arriving at the tax 
which is covered by the limitation under 710 (a) 
(1) B that the actual normal tax and surtax must 
be used. 

Respondent has used that as a factor in arriving 
at the amount covered by the limitation under Sec- 
tion 710 (a) (1) B. The Respondent, however, has 
not used the actual surtax net income on which that 
surtax lability is based. Rather, the Respondent 
has constructed a surtax net income [88] by means 
of the pereentage of completion method of account- 
ing. 

The Petitioner contends that not only must the 
actual normal tax and surtax be used in arriving 
at a proper amount under Section 710 (a) (1) B, 
but the actual surtax net income on which the sur- 
tax hability is based. 

Now, this point is not entirely novel, your Honor, 
because it was considered by the Tax Court in the 
ease of West End Furniture Company, promul- 
eated on March 2, 1946, 6 Tax Court Number 71. 
In that opinion, Judge Kern stated that the surtax 
net income which is the basis for Section 710 (a) 
(1) B, is the surtax net income actually used in 
the computation of the surtax liability under Chap- 
ter 1. 
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After that opinion was handed down, the Re- 
spondent filed a motion asking that that portion 
of the opinion dealing with the 80 percent limita- 
tion be deleted. There were several grounds stated 
in that motion, one of which was that the Chief of 
Staff of the Joint Committee on Internal Revenue 
Taxation in reliance on the opinion in this ease had 
withheld his approval of certain refunds in excess 
of $75,000, based on the present regulations which 
are at variance with the rule that the Court stated 
in the West End Furniture case. 

There was no objection offered to the motion filed 
by the Commissioner for deletion of a portion of 
the opinion, and the Court accordingly granted the 
motion. 

Despite the fact that the portion of the opinion 
[89] referred to was deleted, the Chief of Staff of 
the Joint Committee adheres to the same view, that 
the surtax net income to be used is the actual surtax 
net Income on which the actual surtax must be de- 
termined and is imposed. 

The Court: I take it that you wish to delete it 
hecause it was not in issue in this case according 
to vour concept, but that it is in issue here? 

Mr. Horrow: It is directly in issue here. One 
of the grounds alleged in the motion, your Honor, 
was that the Court’s opinion with reference to the 
80 per cent limitation was dictum. ‘T'o what extent 
that influenced Judge Kern in granting the motion, 
I am not in a position to state, but the fact is that 
no objection was offered to the motion and the 
motion was granted. 
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Now, as I stated, the case involves only excess 
profits tax. Nevertheless, in order to arrive at the 
excess profits tax, it is necessary to determine the 
correct tax liability under Chapter 1 because that 
is a factor to be used in applying the provisions of 
Section 710 (a) (1) B. The controversy as to the 
Chapter 1 Tax involves the credit under Section 
26 (e). Section 26 (e) provides a credit for both 
the normal tax and the surtax which generally 
speaking is the adjusted excess profits net income. 

There are special provisions relating to the de- 
termination of the credit in the case of the tax- 
payer exercising [90] the election under Section 
736 (b) as the taxpayer has done in this ease. 
But, the Respondent in the Deficiency Notice has 
again constructed a net income and in this ease the 
Respondent constructed an adjusted excess profits 
net income and used that as the factor in arriving 
at the 26 (e) credit. 

IT say that the Respondent constructed the ad- 
justed excess profits net income because the Re- 
spondent used the completed contract method in 
arriving at that adjusted profits net income al- 
though the percentage of completion method was 
elected and was used by the Respondent in arriv- 
ing at the adjusted excess profits net income for 
purposes of Section 710 (a) (1) A, on which the 
90 percent tax is based. 

The Petitioner contends that the measure of its 
credit under sections 26 (e) is the adjusted excess 
profits net income determined under the percent- 
age of completion method and that there is only one 
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adjusted excess profits net income and that is de- 
termined under that method. 

It is similar to the contention we make on the 
surtax net income, that there is only one surtax 
net income determined on the completed contract 
method, the surtax net income that is used in arriv- 
ing at the surtax is the same as the surtax net 
income to be used in applying Section 710 (a) 
(1) B. 

That states our case, your Honor. 

The Court: Mr. Raum, do you wish to state your 
position? [91] 


OPENING STATEMENT ON BEHALF OF 
THE RESPONDENT 


By Mr. Raum: 


Mr. Raum: If the Court please, as counsel for 
Petitioner has stated, there were several issues 
raised in the pleadings in this case which have been 
eliminated and as to which agreement has been 
reached by the parties, and we ask the Court to 
give effect to such agreement in the decision entered 
by the Court. 

I should lke, if your Honor please, to use this 
opening statement not to attempt to limit any of 
the issues properly raised in the pleadings or by 
any of the legal theories which may be used to 
support such issues, but to set before the Court 
what Respondent believes the issues are and its 
position on such issues. 

Under the provisions of Regulation 111, and ac- 
cording to prior regulations on the income tax, a 
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taxpayer may elect, or rather may report its in- 
come from long term contracts; that is, contracts 
which take more than 12 months to perform, on any 
one of several different accounting methods. 

One of such methods is the completed contract 
method of accounting. Under this method the 
income is reported in the final year in which the 
contract is completed. The petitioner regularly has 
kept his books of accounts and filed his income tax 
returns, that is its returns under Chapter 1 of 
the Internal Revenue Code, on such completed 
eontract [92] method, and a taxpayer may not 
elect to change from such method to another 
method without permission by the Commissioner. 
However, under the provisions of Section 736 (b) 
of the Internal Revenue Code as enacted by Con- 
gress in the Revenue Act of 1942, a Taxpayer may 
elect to report its income from long term contracts 
on the percentage of completion method of account- 
ing for purposes of excess profits tax. That is, a 
taxpayer like the petitioner in this case who is 
reporting his income from long term contracts on 
the completed contract method of accounting for 
purposes of the mcome tax imposed by Chapter 1, 
may elect to report its income on the percentage of 
completion method of accounting; that is, his in- 
come from those same contracts for the purpose of 
the excess profits tax and we thus have a ease of 
the income from the same contracts being reported 
for two inter-locking taxes on two different and 
one might say inconsistent methods of accounting. 

IT say the taxes are inter-locking because the 
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amount of excess profits tax or the amount of in- 
come subject to the excess profits tax is a factor in 
determining the income tax, and therefore we have 
the situation of two inter-locking taxes, the Income 
from the same contracts being reported for the 
purposes of these two inter-locking taxes on two 
different accounting methods. 

Now, under the provision of Section 710 of the 
Internal Revenue Code, the excess profits tax is 
imposed as one [93] of two amounts: That is, it is 
the lesser of the two following amounts: It is either 
90 per cent of the adjusted excess profits net income 
or it is. such an amount which, when added to the 
tax imposed by Chapter 1, that is, to the income 
tax, equals 80 per cent of corporation surtax net 
income computed without regard to the credit for 
income subject to the excess profits tax, and with- 
out other credits not here material. 

Tf I may, from here on, I shall refer to the cor- 
poration surtax net income, as it is provided in 
Section 710 (a). 

The excess profits tax can therefore never be 
ereater than the difference between 80 percent of 
corporation surtax net income, computed without 
the applicable credits, and the income tax imposed 
by Chapter 1. The issue in this case is as to the 
proper determination of corporation surtax net 
income for purposes of this so-called 80 percent 
limitation. That is, whether in the cases of such as 
the present one, where income is being reported on 
the completed contract method for purposes of the 
Chapter 1 tax, and on the percentage of completion 
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tax for the excess profits tax, where the corpora- 
tion surtax net income is to be determined by com- 
puting income from long term contracts on the 
percentage of completion method of accounting, as 
Respondent contends, or on the completed contract 
method of accounting as Petitioner contends. 

The election provided in Section 736 is to report 
the income from long term contracts on the per- 
centage of [94] completion method of accounting 
for purposes of the tax proposed by sub-chapter E 
of chapter 2; that is, for purposes of excess profits 
tax and Respondent’s position is that the statute 
means, rather that this means for every factor nec- 
essary for the determination of the excess profits 
tax, and corporation surtax net income as used in 
Section 710 (a) (1) B. That is, the 80 percent 
limitation is a factor in the determination of the 
excess profits tax. 

Respondent’s position therefore is that the stat- 
ute requires, that the proper interpretation of the 
statute is that corporation surtax net income must 
be determined by computing income from long term 
contracts on the percentage of completion method 
of accounting for purposes of this 80 per cent limi- 
tation; not only, however, does Respondent contend 
that his position represents the correct interpreta- 
tion of the statute without any regard to regula- 
tions, but in this case the applicable regulations 
clearly provide a rule consistent with the position 
which Respondent is here taking, that the regula- 
tions clearly state that for the purposes of the 80 
per cent limitation corporation surtax net income 
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is determined hy computing income from long term 
contracts on the percentage of completion method 
of accounting. 


I don’t think that Petitioner contends here that 
this case does not fall within the regulations. I 
believe there is no disagreement here as to applica- 
bility of the regulations. [95] This is not a ques- 
tion of interpretation of regulations, but a question 
of the validity of the regulations. 


Petitioner cannot be sustained in this case unless 
this Court holds the regulations to be invalid. 


Respondent will show on brief that the regula- 
tions are reasonable and are not inconsistent with 
the statute. 


Along this line, I should like at this point, how- 
ever, to point out to the Court that both Petition- 
er’s position and Respondent’s position eut both 
ways. That is, both positions can in some cases 
benefit the taxpayer and in other cases benefit the 
government. In this particular case Respondent’s 
position benefits the government; I say ‘‘benefit’’, 
T mean so far as deficiency and revenue is con- 
cerned, and is not of benefit to the taxpayer, the 
petitioner here. In other cases, Petitioner’s posi- 
tion here would be detrimental to the government’s 
case, and the government’s position would be bene- 
ficial to the taxpayer. 


J believe it important to emphasize, if your 
Honor please, that both of these rules here, both of 
these positions, can work out in favor of the goy- 
ernment or in favor of the taxpayer. It is almost 
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fortuitous as to one case or another whether it 
will result in a deficiency or a refund. 

The Respondent’s position, however, on this issue, 
is that not only does his position here represent 
the correct interpretation of the statute, without 
any regard to regulations, [96] but that in any 
event it is clearly supported by regulations which 
are reasonable and which are not inconsistent with 
the statute and therefore, under a long line of 
decisions, such regulations must be sustained. 

Now, I would like to comment, if I may, on Peti- 
tioner’s statement with respect to the West End 
Furniture Company case. It is true as Petitioner 
has stated, that this Court in its original opinion 
in that case stated a rule which is contrary to the 
rule or to the position advanced by Respondent 
here, and is consistent with the rule advanced by 
the Petitioner. The Court, however, did not state 
in its opinion that it was overruling the regula- 
tions. ‘The point was never urged before the Court; 
it was not in the pleadings; it was never briefed, 
and upon analysis of the ease, it appeared that the 
language of the Court probably was dictum. 

The Court entertained a motion to delete that 
portion of the opinion and that motion was granted 
and order entered deleting that portion of the 
opinion. I should like to emphasize, if I may, that 
that point never was presented to the Court and 
never was briefed by either party. 

With respect to the second issue in the case, the 
Section 26 (e) credit, the credit provided in See- 
tion 26 (e) is a credit for income subject to the 
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excess profits tax, and is a factor in determining 
the amount of income subject to the income tax; 
that is, subject to the normal tax and subject [97] 
to the surtax. In general, that credit is equal in 
amount in an adjusted excess profits net income, 
but in a case such as the present where the tax- 
payer has exercised an election, the credit is equal 
to ten-ninths of the excess profits tax imposed un- 
der sub-chapter (e) of Chapter 2. The question 
is therefore, was the excess profits tax imposed for 
the given year for purposes of determining the 
credit first in Section 26 (e), and this again comes 
down to the question of whether the income is to be 
determined on the completed contract method of 
accounting or on the percentage of completion 
method of accounting. 

The statute provides, if the Court please, that 
for purposes of the Section 26 (e) credit, or rather 
for purposes of determination of the tax imposed 
by Chapter 1, any portion of the excess profits tax 
which is attributable to the taxpayer’s having exer- 
cised his election under Section 736; that is, any 
amount of excess profits tax under the percentage 
of completion method over what the tax would have 
been on the completed contract method, shall be 
considered to be part of the tax for the vear in 
which the income was reported, would have been 
reported, the completed contract method. 

If I may illustrate: If a taxpayer for the year 
1942 had $100 of excess profits tax imposed on the 
completed contract method, and $110 on a percent- 
age of completion method, and that $10 difference 
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was attributable to a contract completed [98] in 
1942, Respondent’s position is that the statute pro- 
vides that that $10 shall be considered to be excess 
profits tax for the year 1944 for purposes of deter- 
mining the Section 26 (e) credit. We believe that 
what the statute comes down to is that where the 
excess profits tax computed under Section 736 (b) ; 
that is, on the percentage of completion method of 
accounting, is greater than the excess profits tax 
computed on the completed contracts method of 
accounting, that are for purposes of determining 
the credit under Section 26 (e), that is, the credit 
for income subject to the excess profits tax, the 
excess profits tax imposed shall be the tax imposed 
on adjusted excess profits net income determined 
by computing income from the completed contract 
method of accounting. 

TI should like to point out to the Court that this 
does not mean that the taxpayer loses the benefit 
of the additional excess profits tax, that is, the 
difference between the tax as imposed on the two 
methods, because the tax is then attributable to the 
year in which it would be reported. That is, in 
which the income would be reported on a completed 
contract method of accounting. My example, a tax- 
payer would receive the benefit of that $10 in 744 
in determining its credit. 

On this issue, also, Respondent’s position is that 
the statute’s proper interpretation, without regard 
to any regulations, 1s in accordance with the Re- 
spondent’s position. [99] However, here again 
Respondent believes that the regulations the appli- 
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cable regulations, squarely support his position, 
and that the regulations again are reasonable and 
are not inconsistent with the statute. And Respond- 
ent believes that his position on this issue also 
should be sustained both because his position rep- 
resents the correct interpretation of the statute 
without regard to any regulations, and secondly 
because regulations which are reasonable and which 
are not inconsistent with the statute squarely sup- 
port his position. 

If I may, I should hke to make one more com- 
ment on the first issue. Counsel for petitioner has 
raised the question of the position of the Chief of 
Staff of the Joint Committee on this 80 percent 
limitation question. When counsel seeks to intro- 
duce evidence with respect to that matter, the Re- 
spondent will have various objections to make to 
such evidence, but I should like at this point to 
point out merely that Respondent believes that it 
is the function of this Court to determine what is 
the proper interpretation of the statute and also 
whether the regulations are valid under the statute. 

I believe that concludes Respondent’s statement 
with respect to his position, if the Court please. 

The Court: Do you have a stipulation ? 

Mr. Horrow: Yes, your Honor. 

If the Court please, the parties have entered into 
[100] a stipulation of facts which we wish to file in 
dupheate. 

The Court: You may submit it. 

(The stipulation is received.) 
Mr. Horrow: I ask the Respondent’s counsel to 
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produce the original income and declared value 
exeess-profits tax return, Form 1120, filed by the 
Petitioner for the year 1942. 


(Mr. Raum producing same.) 


Mr. Horrow: Your Honor, I offer in evidence 
as Petitioner’s Exhibit the tentative and completed 
‘“Corporation income and declared value excess 
profits tax return,’? Form 1120, filed by the Peti- 
tioner for the year 1942. 

The Court: Are there any exhibits attached to 
the stipulation ? 

Mr. Horrow: No, your Honor. 

The Court: There is no objection? 

Mr. Raum: No objection, your Honor, but since 
the return comes from Respondent’s files, I should 
like to reserve the right to withdraw the return 
from the exhibit and substitute a photostatic copy 
therefor. Counsel for both parties will arrange to 
have a photostatic copy substituted. 

The Court: That may be done. A full size 
photostatic copy will be furnished. 

Mr. Raum: Respondent has the privilege of 
withdrawing the exhibit, though? [101] 

The Court: Yes. 

The Exhibit will be marked No. 1. 


(The Return above-referred to was received 
in evidence and marked Petitioner’s Exhibit 
No. 1.) 


Mr. Horrow: I ask that Respondent’s counsel 
produce the original excess profits tax return, 
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Form 1121, together with a tentative return filed 
by the Petitioner for the year 1942. 


(Mr. Raum producing same.) 


Mr. Horrow: I offer in evidence the original 
tentative and completed ‘‘Corporation excess prof- 
its tax return,’’ Form 1121, filed by the Petitioner, 
for the year 1942. 

Mr. Raum: No objection, your Honor, with 
the same reservation for withdrawing the Exhibit. 

The Court: It will be done. Exhibit 2. 


(The Return above-referred to was received 
in evidence and marked Petitioner’s Exhibit 
No. 2.) 


Mr. Horrow: I ask that Respondent’s counsel 
produce the original claim for refund filed by the 
Petitioner with respect to its excess profits tax for 
the year 1942. 


(Mr. Raum producing same.) 


Mr. Horrow: I wish to offer in evidence the 
original Claim filed by Petitioner with respect to 
said tax, Form [102] 848. 

Mr. Raum: No objection, your Honor, with the 
same reservation about withdrawing the Exhibit. 

The Court: Exhibit 3. It may be withdrawn. 


(The Claim above-referred to was received 
in evidence and marked Petitioner’s Exhibit 
No. 3.) 
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PETITIONER’S EXHIBIT No. 3 


Form 843—Treasury Department, Internal Revenue 
Service (Revised April 1940) 


The Collector will indicate in the block below the 
kind of claim filed in the certificate on the reverse 
side. 


[Stamp]: Received 22 Jun. 1945, Claims Control 
Section. 


29770005 1943-J un-400309 
1942 
CLAIM 


To be filed with the Collector where assessment was 
made or tax paid 


The Collector will indicate in the block below the 
kind of claim filed in the certificate on the reverse 
side. 

[ ] Refund of Tax Illegally Collected. 

[ |] Refund of Amount Paid for Stamps Unused, 
or Used in Error or Excess. 

[ | Abatement of Tax Assessed (not applicable to 
estate or income taxes). 


State of California, 
County of Napa—ss. 


Name of taxpayer or purchaser of stamps: Basalt 
Rock Company, Inc. 

Business address: 8th and River Streets, Napa, 
California. 

The deponent, being duly sworn according to law, 
deposes and says that this statement is made on be- 
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half of the taxpayer named, and that the facts given 
below are true and complete: 


1. District in which return (if any) was filed: 1st 
California. 1121-4 

2. Period (if for income tax, make separate form 
for each taxable year) from Jan. 1, 1942, to Dee. 31, 
1942. 

3. Character of assessment or tax: Excess Profits 
Tax. 

4. Amount of assessment, $1,268,998.53; dates of 
payment: Quarterly—1943. 

5. Date stamps were purchased from the Govern- 


6. Amount to be refunded: $530,996.76. 

7. Amount to be abated (not applicable to income 
Mimestate taxXeS)............. 

8. The time within which this claim may be legally 
filed expires, under Section 322 IRC, on March 15, 
1946. 


The deponent verily believes that this claim should 
be allowed for the following reasons: 


The taxpayer contends that Section 35.736(b)-3 of 
the Commissioner’s Regulations 109 is invalid inso- 
far as it requires that taxpayer’s electing to report 
income from long-term contracts under the pro- 
visions of Section 736(b) of the Internal Revenue 
Code shall include income from long-term contracts 
upon a percentage method of accounting for the pur- 
pose of computing surtax net income under the pro- 
visions of Section 710(a)(1)(B). The taxpayer con- 
tends that its excess profits tax should be computed 
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as shown in Statement A attached hereto and made 
a part hereof. 
BASALT ROCK COMPANY, INC. 
By /s/ A. T. STREBLOW, 
President. 
Sworn to and subscribed before me this 12th day 
of April, 1945. 
(Seal) /s/ JOHN R. ANDERSON, 
Notary Public in and for the County of Napa, State 
of California. 
CERTIFICATE 
[Initialed]: RCM HLR 
I certify that an examination of the records of this 
office shows the following facts as to the assessment 
and payment of the tax: (Show, in the ninth column, 
by symbols ““Pd.,” ‘Ab.,’’ or “‘Cr.,” the mamreson 
each entry in the eighth column.) 


Assessment List Account No. or 
List Month Year Line Page Amt, assessed 
1943 Jun 1942 400309 $1,268,998.53 
Total... $1,268,998.53 
Ral 
Paid, Abated. or Credited Ab. 
Date Amount Cr. 
Beles s $333,042.61 pd. 
Be ene 634,499.27 pd. 
6-15-43 301,456.65 pd. 
“NOG re $1,268,998.53 
* * & 


JAMES G. SMYTH, 
Collector of Internal Revenue. 
By /s/ [Iegible] 
Deputy Collector, First California 
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STATEMENT A 


Basalt Rock Company, Inc. Claim for Refund 1942 


COMPUTATION OF NORMAL TAX: 
Normal Tax Net Income—Before credit under 
Section 26(e)—per Revenue Agent’s Report 
IRD ie a S22, 50121 
Net Income Subject to Excess Profits Tax................ 2,127,627.20 
Exeess Profits Net Ineome per 
Revenue Agent’s Report 
LAG) 5 aera $ 2,283,254.50 
| OS ee 155,627.30 
Specific Exemption $ 5,000.00 
Excess Profits 
ca) eT 150,627.30 


Balance Subject to Normal and Surtax...........0002....... None 


COMPUTATION OF EXCESS PROFITS TAX UNDER 
SECTION 710(a) (1) (B): 

Surtax Net Income before deducting credit under 
Section 726(e), Revenne Agent’s Report 2/19/45..$ 922,501.21 


ND contests ee ieee $ 738,001.77 
ite MILB SSS <5 te 2 None 
opgeas Pranic) YUE eee eee ane $ 738,001.77 
Excess Profits Tax assessed on basis of original 

TORE gle ae 1,268,998.53 
SSE ISILCIENS 2 ee eee $ 530,996.76 


This claim was prepared by Fred H. Brown of the 
firm of Lester Herrick and Herrick, Certified Ac- 
countants, and the facts herein contained he believes 


to be true. 
/3s/ FRED H. BROWN. 


Mr. Horrow: If your Honor please, at this 
time I wish to offer in evidence as Petitioner’s 
Exhibit next in order, the original opinion of the 
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Tax Court in the West End Furniture Company 
case, promulgated March 22, 1946, 6 Tax Court 
No. 71. 

Mr. Raum: JI object, your Honor. The Court’s 
motion was granted deleting a portion of that opin- 
ion and we do not believe that the opinion prior to 
the motion is material in this case. Whether the 
Court granted its motion deleting that portion of 
the opinion, we believe that it no longer may be 
admitted as evidence in this case. 

The Court: It is questionable whether it is 
proper evidence, but in accordance with the Peti- 
tioner’s theory of the case we will admit it as an 
Exhibit. 

Mr. Horrow: Thank you, your Honor. 

The Court: Exhibit 4. 


(The opinion above-referred to was received 
in evidence and marked Petitioner’s Exhibit 
No. 4.) [103] 


PETITIONER’S EXHIBIT No. 4 
The Tax Court of the United States 


West End Furniture Co., Petitioner, v. Commis- 
sioner of Internal Revenue, Respondent. 


Docket No. 5688. Promulgated March 22, 1946. 


Petitioner computed its normal tax net income on 
the installment basis. It computed its excess prof- 
its tax on the accrual basis, pursuant to section 
736 (a) of the Internal Revenue Code. Held, that 
the credit to which petitioner is entitled by section 
26 (e) for “‘income subject to excess profits tax’’ 
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must be computed on its accrual basis net income, 
rather than its installment basis net income; held, 
further, that the credit provided by section 26 (e) 
is the amount equal to its adjusted excess profits 
net income, and not, under facts of this case, the 
amount of the excess profits tax net income upon 
which an excess profits tax was actually paid. 


A. Allen Simon, Esq., for the petitioner. 
William H. Best, Jr., Esq., for the respondent. 


The Commissioner determined a deficiency in 
petitioner’s income tax for the calendar year 1942 
in the amount of $5,119.36. Petitioner claimed a 
refund in the amount of $13,941.14, subject to an 
admitted offset of $1,253.36 for excess profits tax 
for 1942. By his amended answer, respondent 
asserted an additional deficiency in the amount of 
$1,053.88. The question at issue is whether or not 
petitioner is entitled to a eredit under section 26 
(e) of the Internal Revenue Code, and, if so, the 
correct amount thereof. <A further question as to 
the amount or the deduction for Pennsylvania in- 
come taxes is admittedly a matter of computation. 


FINDINGS OF FACT 


Petitioner is a Pennsylvania corporation, with 
its principal place of business at Philadelphia. It 
filed its corporation income and declared value 
excess profits tax return and its corporation excess 
profits tax return for the taxable year 1942 with 
the collector of internal revenue for the first dis- 
trict of Pennsylvania, at Philadelphia. 

Petitioner is engaged in the business of selling 
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furniture at retail, principally on the installment 
plan. Its normal tax net income for [162] 1942 
reported for taxation was determined under the 
inethod of computing profit from installment sales, 
which method of accounting was customarily em- 
ploved by petitioner with the assent of the Com- 
missioner of Internal Revenue. 

It established that the average outstanding in- 
stallment accounts receivable at the end of each 
of the four taxable years preceding the first tax- 
able year beginning after December 31, 1941, was 
more than 125 per cent of the amount of such ac- 
counts receivable at the end of the taxable vear 
1942, At the time it filed its excess profits tax 
return for 1942, petitioner elected to compute its 
excess profits tax under section 736 (a) of the 
Internal Revenue Code, as amended. It filed sup- 
plemental tax returns for 1940 and 1941, in which 
its excess profits taxes for those years were ad- 
Justed to reflect excess profits net income computed 
on the accrual basis instead of the installment basis, 
for the purpose of complying with the requirements 
of section 736 (a). This adjustment, as computed 
by petitioner, resulted in additional excess profits 
taxes for 1940 and 1941, in the amount of $8,229.81, 
and a decrease of $1,256.06 in normal income tax. 
The difference was paid. 

The amount of petitioner’s net income for 1942, 
computed on the installment basis, prior to the 
deduction of the Pennsylvania corporate net in- 
come tax, was $77,449.52. The amount of its net 
income for 1942, computed on the accrual basis 
pursuant to section 736 (a), was $32,705.40. 
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The deficiency of $5,119.36 as originally deter- 
mined largely arose by reason of respondent’s dis- 
allowance of a credit taken on petitioner’s amended 
income and declared value excess profits tax in the 
amount of $9,032.04 as ‘‘income subject to excess- 
profits tax’’ under the provisions of section 26 (e) 
of the Internal Revenue Code and the allowance 
of a credit in lieu thereof in the sum of $2,565.84. 
The discrepancy between these two figures was 
eaused by a difference in the amounts used by the 
parties in making their calculations in regard to 
two items, (1) the Pennsylvania corporate income 
tax payable by petitioner and (2) the excess profits 
eredit; i. e., the respondent calculated this credit 
on the average earnings methods while the peti- 
tioner calculated this credit on the invested capital 
method. The calculations of both parties were 
made on the assumption that the petitioner’s ad- 
justed excess profits tax net income and the conse- 
quent credit to be allowed therefor under section 
26 (e) were to be ascertained under the accrual 
method provided by section 736 (a). Petitioner 
does not now question the propriety of respondent’s 
using the average earnings method in his caleula- 
tions, and both parties agree that the amount of the 
Pennsylvania corporate income tax must be later 
determined in computations to be made after the 
decision herein. [163] 

Petitioner now contends not only that respond- 
ent erred in this determination of deficiency, but 
also that it is entitled to a refund. It now alleges 
that it is entitled to a credit under section 26 (e), 
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not in the amount of $9,032.04 as claimed in its 
amended return, or of $2,565.84 as allowed by 
respondent in his determination of deficiency, but 
in the amount of $42,688.33. It bases this conten- 
tion on the position that the credit for ‘‘income 
subject to excess profits tax’’ which it is entitled 
to use in computing its normal tax and surtax net 
income under section 26 (e) is to be calculated by 
using as ‘‘net income” its net income figured on the 
installment basis rather than its net income figured 
on the acerual basis, as provided by section 736 (a). 

Respondent, by amended answer, now contends 
that the eredit of $2,565.84 was erroneously allowed, 
since petitioner had no income which was subject 
to excess profits tax in that year. 

Beeause it may be pertinent to the final computa- 
tion of petitioner’s tax lability, the following facts 
relating to petitioner’s returns are set out below. 

Petitioner’s amended excess profits tax return, 
filed on Form 1121, so far as it is necessary to set 
it out here, reflects the following items and compu- 
tations: 


Pee cescemronts net income ............:........... eee $ 27,299 42 
Pree eCOMNCSCXNEMIPUION -----.-...cc.iseecscee ns $ 5,000.00 
4. Exeess profits credit (Inv. cap.)........ 13,267.38 
ih GUC sok, EEE 18,267.38 
8. Adjusted excess profits net income.......................... 9,032.04 
0, CUDC@ O17 S01 "epi. nnen 8,128.84 
12. Sturtax net income (without 26 (e) eredit).......... 64,992.88 
13. 80% of item #2 1-Sch. A $29,367.90 plus $99.95 
ee oenivetest— 629,467.85 ...........0ue. 0. 23,574.28 
ideeineometax wnder Chap. 1 ..........00.0 25,973.16 
i, xecss iter 13 over item 14... 
16. Item $13 er-item—45, whichever is lesser................ 23,574.28 


PMR COSS PT OMGURRDAN (CULG........c.0.-..c00:sascc00scrseecsecuseeeeeee None 


ad 


Commissioner of Internal Revenue 107 


Its amended income and declared value excess 
profits tax return reflected the following informa- 
tion: 

Gross Income 


pmeeross profits from sales..............---.--.-.00cc<---c0-cccccses0- $184,036.12 
ONS 0) 11, ae 10,041.37 
BR OUAL TIVGOMIG on... ae ecece nen ecceneeeenentcesteececceceneneens «sh 1 94,077.49 
Deductions 
16 to 29. [Since these are not in dispute, only the total ° 
TASS PMO NVMAMIE OEE | 5 c2.5.c.0sc-ance--<acce esacessclsduceeossucsnnusneteces $120,152.52 


31. Net income for declared value excess-profits tax 


COMO 10) ae rae Setar 294 
32. Add interest on certain U.S. obligations................ 9o93 
oo, USGI TVEGYES GL W016 Us ae $ 74,024.92 
0, ING ENOTES 74,024.92 
36. Less interest on certain U.S. obligations................ SHS 
ByeeAdjUsted net income ...................-....---..--..---scceeee ee $ 73,924.97 
38. Less: Income subject to excess profits tax.............. 9,032.04 
BOM alta MCL INCOME oo... cceccc.-20c.s0cec.es---2-coneon 64,892.93 


Total Income and Declared Value Excess Profits Taxes 

coll CPGnePEL TeV CT0 2: $ 25,973.16 
Limited to 80% of $29,467.85 profit on install- 
ment basis—see excess profits return—Form 1121. 

45. Total income and declared value excess profits 


ieee hi@ ee er 23,574.28 
Ttem 13 of the amended excess profits tax return 
reflects an item which is erroneous in amount, re- 
sulting from an unauthorized departure from the 
requirements of the statute as reflected in the 
printed Form 1121; and item 48 of the amended 
income and declared value excess profits tax return 
erroneously labels that figure as 80 percent of profit 
on installment basis, rather than on accrual basis, 
which it was. 
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Kern, Judge: The issue before us is whether 
petitioner, in computing its normal and surtax net 
income, is entitled to a credit under section 26 (e) 
of the Internal Revenue Code, and, if so, in what 
amount. 

That section relates to credits allowed in the 
computation of corporate normal tax net income 
and surtax net income, and reads as follows: 

Sec. 26. Credits of Corporations. 
In the case of a corporation the following credits 


shall be allowed to the extent provided in the vari- 


ous sections imposing tax * * *. 


te SP SP Tas 


(ce) Income Subject to Excess-Profits Tax.—In 
the case of any corporation subject to the tax im- 
posed by Subchapter E of Chapter 2, an amount 


equal to its adjusted excess-profits net income (as 
detmedeinesection 710 (b). * * ** 


*The omitted part of this subsection reads as fol- 
lows: ‘‘In the ease of any corporation computing such 
tax under section 721 (relating to abnormalities in 
income in the taxable period). section 726 (relating 
to corporations completing contracts under the Mer- 
chant Marine Act of 1936), section 731 (relating to 
corporations engaged in mining strategic minerals), 
or section 736 (b) (relating to corporations) with 
income from long-term contracts), the eredit shall 
be the amount of which the tax imposed by such sub- 
chapter is 90 per centum. For the purpose of the pre- 
ceding sentence the term ‘tax imposed by Subchapter 
E of Chapter 2’ means the tax computed without re- 
gard to the limitation provided in section 710 (a) (1) 
(B) (the 80 per centum limitation), without regard 
to the credit provided in section 729 (c) and (d) for 
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Section 710 (b), referred to, provides as follows: 

As used in this section, the term ‘‘adjusted ex- 
cess profits net income’’ in the case of any taxable 
vear means the excess profits net income (as defined 
in section 711) minus the sum of: 

(1) Specific Exemption.—A specific exemption 
of $5,000. 

(2) Excess Profits Credit—The amount of the 
excess profits credit allowed under section 712; and 

(3) Unused Excess Profits Credit.—The amount 
of unused excess profits credit adjustment for the 
taxable year, computed in accordance with sub- 
section (¢). 

Section 711 provides: 

The excess profits net income for any taxable 
vear beginning after December 31, 1939, shall be 
the normal-tax net income, as defined in section 13 
(a) (2), for such year, except that the following 
adjustment shall be made: * * * 

Section 13 (a) (2) defines ‘‘normal-tax net in- 
come’’ as ‘‘the adjusted net income’’ as defined in 
section 13 (a) (1) minus the credits for income 
subject to the tax imposed by subchapter E of chap- 
ter 2 provided in section 26 (e) and dividends re- 
ceived. Section 138 (a) (1) defines ‘‘adjusted net 
income’’ as net income minus the credit relating 
to interest on certain governmental obligations. 
Thus, the first figure with which excess profits tax 
computations begin is net income. 


foreign taxes paid, and without regard to the adjust- 
ments provided in section 734. This subsection shall 
not apply to any corporation exempt from such tax 
under section 725 or section 727.”’ 
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Petitioner is in the business of selling furniture 
at retail, largely on the installment plan. Its net 
income, for income tax purposes, is therefore com- 
puted on the installment basis, under the provisions 
of section 44 (a) of the Internal Revenue Code, 
the provisions of which do not enter into the dis- 
pute. Its net income, so computed, amounted to 
approximately $75,000 in 1942. 

For excess profits tax purposes, however, peti- 
tioner elected to compute its income on an accrual 
basis instead of an installment basis, as authorized 
by section 736 (a) of the Internal Revenue Code. ’ 


> Sec. 736. Relief for Installment Basis Taxpayers 
and Taxpayers with Income from Long-term Con- 
tracts. 

(a) Election to Accrue Income—In the ease of any 
taxpayer computing income from installment sales 
under the method provided by section 44 (a), if such 
taxpayer establishes, in accordance with regulations 
preserihed by the Commissioner with the approval 
of the Secretary, that the average volume of credit 
extended to purchasers on the installment plan in the 
four taxable years preceding the first taxable year 
beginning after December 31, 1941, was more than 
125 per centum of the volume of such credit extended 
to such purchasers in the taxable year, or the aver- 
age outstanding installment accounts receivable at 
the end of each of the four taxable years preceding 
the first taxable year beginning after December 31, 
1941, was more than 125 per centum of the amount 
of such accounts receivable at the end of the taxable 
year, or if the taxpayer was not in existence for four 
previous taxable years, the taxable years during 
which the taxpayer was in existence, in either case 
including only such years for which the income was 
computed under the method provided in section 44 
(a), it may elect, in its return for the taxable year, 
for the purposes of the tax imposed by this sub- 
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This was a relief provision enacted by Congress 
in 1942 for the purpose of providing excess profits 
tax relief to taxpayers in the installment sales 
business. Petitioner was able to fulfill the require- 
ments of the statute to establish its eligibility, about 
which there is no dispute, and accordingly it com- 
puted its income for excess profits tax purposes on 
an accrual basis. This resulted in an adjusted 


chapter, to compute, in accordance with regulations 
prescribed by the Commissioner with the approval 
of the Secretary, its income from installment sales 
on the basis of the taxable period for which such in- 
come is accrued, in lieu of the basis provided by sec- 
tion 44 (a). Except as hereinafter provided, such elec- 
tion shall be irrevocable when once made and shall 
apply also to all subsequent taxable years, and the in- 
come from installment sales for each taxable year 
before the first year with respect to which the election 
is made but beginning after December 31, 1939, shall 
be adjusted for the purposes of this subchapter to 
conform to such election. In making such adjust- 
ments, no amount shall be included in computing ex- 
cess profits net income for any excess profits tax tax- 
able year on account of installment sales made in tax- 
able vears beginning before January 1, 1940. If the 
taxpayer establishes, in accordance with regulations 
prescribed by the Commissioner with the approval 
of the Secretary, that in a taxable year subsequent 
to the year with respect to which an election has been 
made under the preceding provisions of this subsec- 
tion it would not be eligible to elect such accrual 
method, the taxpayer may in accordance with such 
regulations elect in its return for such year to aban- 
don such accrual method. Such election shall be ir- 
revocable when once made and shall preclude any 
further elections under this subsection. For the tax- 
able year for which the latter election is made and 
subsequent taxable years, income shall be computed 
in accordance with section 44 (c). 
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excess profits net income in the amount of $9,032.04, 
according to petitioner’s excess profits tax return, 
but in no excess profits tax due, because of the 80 
percent limitation imposed by the statute. Peti- 
tioner then used the $9,032.04 figure as its 26 (e) 
eredit in computing its income tax liability. In his 
notice of deficiency, respondent disallowed the 
eredit claimed in that amount and allowed a credit 
in the amount of $2,565.84. However, when the 
petition was filed in this proceeding, petitioner 
advanced beyond its original contention and as- 
sumed the position that it was entitled to a credit 
under section 26 (e) in the amount of $42,688.33. 
This claim was based on its interpretation of the 
sections of the statute, quoted above, which allow 
a credit in the amount of its adjusted excess profits 
net income, which, in turn, is made to depend on 
the amount of the normal tax net income. Peti- 
tioner therefore now contends that it is entitled to 
a credit under section 26 (e) in the amount of ad- 
justed excess profits net income which would result 
from making the adjustments prescribed by section 
711 and section 710 to the normal tax net income 
on which its income tax lability was based, which 
was computed on an installment basis, notwith- 
standing its election to compute its excess profits 
tax liability on an accrual basis. 

Respondent has also gone beyond his earlier 
position, and has filed an amended answer, assert- 
ing an increased deficiency based upon his present 
theory that, although by his own computation, peti- 
tioner has an ‘‘adjusted excess profits net income’’ 
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in the amount of $2,565.84, it is not entitled to any 
credit under section 26 (e) because it did not pay 
any excess profits tax. 

Considering first the petitioner’s contention, it 
is essentially this: It computes its income tax on 
the installment basis and its excess profits tax on 
the accrual basis. In computing its income tax 
liability, it is entitled to a credit equal to the 
amount of its adjusted excess profits net income, 
as defined in section 710 (b). Section 710 (b) 
refers to section 711 (a), which defines excess prof- 
its net income as normal tax income with certain 
adjustments. Therefore, petitioner reasons, it is 
entitled to take its normal tax net income, com- 
puted on an installment basis, make the adjust- 
ments required by sections 710 (b) and 711 (a), 
and use the resulting figure as its ‘‘adjusted excess 
profits net income”’ credit in computing its income 
tax liability, although it elected to compute its ad- 
justed excess profits net income for excess profits 
tax purposes on the accrual basis. 

Petitioner’s chief argument on this point is based 
on its construction of section 711 (a), which, it 
contends, requires, by its plain language, the use 
of its normal tax net income (which, of course, is 
computed on the installment basis) as a basis for 
its excess profits net income. It argues that the 
statute says the excess profits net income shall be 
normal tax net income, with certain adjustments: 
that its normal tax net income is computed on the 
installment basis; and that that figure, therefore, 
is the one which must be used in the computation 


114 Basalt Rock Co., Inc., vs. 


of the excess profits tax net income which forms the 
basis for the credit under 26 (e). It attacks. as 
contrary to the statute, respondent’s Regulations 
112, section 35.736(a)-3, which provides that the 
eredit shall be computed on the accrual basis.’ 


*Sec. 35.736 (a)-8 Computation of Income on 
Straight Accrual Basis.—If the taxpayer has elected 
under section 736 (a) and section 35.736 (a)-2 to com- 
pute for excess profits tax purposes its income from 
installment sales on the basis of the taxable year for 
which such income is accrued, in lieu of the basis 
provided by section 44 (a), the gross income of the 
taxpayer from installment sales shall be computed 
upon such accrual basis. * * * 

Tf an election is made under section 7386 (a) and 
section 35.736 (a)-2 for an excess profits tax taxable 
year beginning after December 31, 1941, or for a 
subsequent taxable year, to compute excess profits 
net income on the straight accrual basis in leu of the 
installment basis, the following rules shall apply 
with respect to a taxable year beginning after De- 
eember 31, 1941: The normal tax and surtax deter- 
mined under Chapter 1 shall be based upon normal 
tax net income and surtax net income which include 
income from installment sales computed under the 
method provided by section 44 (a), and the excess 
profits tax shall be determined upon the basis of ad- 
justed excess profits net income which shall include 
income from installment sales computed upon the 
straight accrual basis as described in this section. 
The normal tax net income and the corporation sur- 
tax net income for the purposes of the normal tax 
and surtax under Chapter 1 shall be determined by 
using as the credit under section 26 (e) (relating to 
income subject to excess profits tax) the amount of 
adjusted excess profits net income computed by de- 
termining income from installment sales upon the 
straight accrual basis. For the purposes of determin- 
ing the excess profits tax under section 710 (a) (1) 
(B), as an amount which when added to the normal 
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A eareful analysis of the statute demonstrates 
the fallacy of petitioner’s argument. 

In section 711 is found the first step required 
for the computation of excess profits tax liability. 
That first step is to take the normal tax net income 
and make the several adjustments required there. 
After these and other adjustments provided by 
section 710 are made, the resulting figure is the 
amount upon which excess profits tax is paid. Pe- 
titioner elected under 736 (a) ‘‘to compute its in- 
come from installment sales on the basis of the 
period for which such income is accrued’’ for ex- 
eess profits tax purposes, instead of the installment 
basis which it uses for income tax purposes. For 
that reason, in its case, when it computed its excess 
profits tax liability, the normal tax net income re- 
ferred to in section 711 (a) was a normal tax net 
income computed on the accrual basis, not the 
normal tax net income computed on the installment 
basis on which it paid its income tax. Otherwise, 
its purported election would be meaningless and 
ineffective. It is thus impossible to escape the con- 
elusion that the term ‘‘normal-tax net income’’ as 


tax and surtax for such year equals 80 per cent of the 
corporation surtax net income computed without re- 
gard to the credit under section 26 (e) the corpora- 
tion surtax net income shall include income from in- 
stallment sales computed upon the straight accrual 
basis described in this section, the credit for divi- 
dends received used in computing corporation surtax 
net income shall be limited to 85 percent of the net 
income which shall include income from installment 
sales computed upon such straight accrual basis, and 
the normal tax and surtax shall be the actual normal 
tax and surtax determined under Chapter 1. 
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used in section 711 (a) does not, in and of itself, 
and in every case, mean the normal tax net income 
used for income tax purposes. In the case of a 
taxpayer who has elected to compute his excess 
profits tax on an accrual basis, the normal tax net 
Income which is an integral factor in such computa- 
tion must necessarily be computed also on the ac- 
crual basis, in order to give any effect whatever to 
the election. We, therefore, hold that the credit 
to which petitioner is entitled under section 26 (e) 
is In an amount equal to its adjusted excess profits 
net income computed on the accrual basis by virtue 
of its election under section 736 (a). 

Turning now to respondent’s objection to the 
allowance of any credit whatever, we note the fol- 
lowing pertinent factors. Attached to the notice 
of deficiency was respondent’s calculation of peti- 
tioner’s tax hability, and that computation showed 
petitioner’s ‘‘adjusted excess-profits net income to 
be $2,565.84. Although respondent allowed this 
amount as a eredit under section 26 (e), he made 
no determination of deficiency in petitioner’s ex- 
eess profits tax. Respondent, having allowed the 
eredit provided for in section 26 (e) in the amount 
of $2,565.84, now claims the credit was erroneously 
allowed and that no eredit should be allowed be- 
eause petitioner had no income subject to excess 
profits tax. 

In opposition to respondent’s demand for an 
inereased deficiency, petitioner points to the fact 
that respondent’s original calculation, which al- 
lowed the credit of $2,565.84, was in exact accord 
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with respondent’s own regulation, section 35.736 
(a) of Regulations 112. Petitioner refers to an 
illustrative case contained in the regulation in 
which a 26 (e) credit was allowed in the amount 
of ‘‘adjusted excess profits net income’’ in comput- 
ing normal and surtax income, even [169] though 
the excess profits tax actually paid was in a differ- 
ent amount by reason of the 80 percent limits provi- 
sions of section 710 (a). 

Petitioner’s objections to the position which re- 
spondent now assumes by amended answer are well 
founded. The regulation referred to supports peti- 
tioner’s argument, and, in addition, correctly inter- 
prets the statute. 

The extensive argument which petitioner di- 
rected toward the first problem involved in this 
case, which we have already decided, might, we 
think, more properly have been aimed at this phase 
of the case. Section 26 (e) provides for a credit 
in ‘‘an amount equal to its adjusted excess-profits 
net income,’’ except that, in four types of corpora- 
tions, ‘‘the eredit shall be the amount of which 
the tax imposed by such subchapter is 90 per- 
centum.”’ 

This would seem to indicate a legislative intent 
that only in those four exceptional cases (which do 
not apply to petitioner) is the credit to be measured 
by the amount of income on which the tax is actu- 
allv imposed. In all other cases, the credit is to 
be in the amount of the adjusted excess profits net 
income, whether or not the tax was actually im- 
posed on that amount. 
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It may be pointed out that in our opinion, as we 
shall later explain, the petitioner was, in reality, 
subject to the imposition of an excess profits tax, 
since it had an adjusted excess profits net income, 
even though the respondent failed to impose it. 

We are convineed that there is no statutory basis 
for the respondent’s refusal to allow a credit in 
the amount of petitioner’s adjusted excess profits 
net income. 

Petitioner, in its amended excess profits tax re- 
turn, filed on Form 1121, at item 138, computed the 
80 percent limitation provided for in section 710 
(a)(1)(B) of the code on the basis of a surtax net in- 
come computed on the accrual basis, instead of the in- 
stallment basis upon which its surtax net income was 
actually computed. The resulting figure was 23,- 
574.28, and, since petitioner’s income tax imposed 
by chapter 1 of the code was of itself in excess 
of that figure, petitioner concluded that it owed 
only $23,574.28 in income taxes, and no excess prof- 
its tax. It should, however, be pointed out that an 
erroneous figure was used by petitioner in arriving 
at the amount which purported to be the limit of 
income and excess profits taxes which could he 
imposed by reason of section 710 (a) (1) (B). Its 
surtax net income, computed under section 15 as 
section 710 (a) (1) (B) provides, was computed 
on the installment basis, and is 80 percent of that. 
figure which is the limit imposed by section 710 
Gyr) Gs). In petitioner’s later computation of 
its tax liability, contained in Exhibit B attached 
to its petition, this factor is not set forth, and is of 
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no importance, because the resulting total of its 
computed liability for [170] income and exeess 
profits tax is well below that limit. But, since 
petitioner arrived at that Jow figure by claiming 
a eredit of $42,688.33 which we have held was 
greatly in excess of the credit to which it was 
entitled, and since it appears that a proper compu- 
tation of its liability in accord with our opinion 
in this case will result in a total income and excess 
profits tax hability in excess of the amount which 
petitioner contends is the limit to which it may be 
subjected but within the limitation as properly 
computed, and, further, since it appears from re- 
spondent’s calculation (though no express state- 
ment to that effect appears therein) that respond- 
ent is giving effect to that 80 per cent limitation 
erroneously claimed by petitioner, the point 1s made 
at this time in order to prevent any dispute con- 
cerning this item as a limitation upon the amount 
of the taxes to be computed pursuant to this 
opinion. 

Decision will be entered under Rule 50. [171] 

Mr. Raum: May I have an exception? 

The Court: It is still in our file. You may. 

Mr. Horrow: At this time I wish to offer in 
evidence as Petitioner’s Exhibit next in order a 
motion filed by the Commissioner in the case re- 
ferred to, Docket No. 5688, for the deletion of cer- 
tain portions of the Court’s opinion, together with 
a motion for leave to file a second motion, and the 
order of the Court filed with respect to the amended 
motion. 
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Mr. Raum: Respondent objects, your Honor, 
on the ground that it is irrelevant and immaterial. 
The Court: Jt will be received as Exhibit 5. 
(The Motion above-referred to was received 
in evidence and marked Petitioner’s Exhibit 
No. 5.) 


PETITIONER’S EXHIBIT No. 5 


The Tax Court of the United States 
Washington 


Docket No. 5688 
WEST END FURNITURE CoO., 


Petitioner, 
Vv. 
COMMISSIONER OF INTERNAL REVENUE, 
Respondent. 
ORDER 


By leave of Court, respondent filed herein a Mo- 
tion for Deletion of Certain Portions of the Court’s 
Opinion Promulgated March 22, 1946. On July 
24, 1946, counsel for petitioner informed the Court 
in writing that he had no objection to the granting 
of said motion. Therefore, upon due consideration, 
it 1s 

Ordered: That said motion be and it hereby is 
granted; and it is further and accordingly 

Ordered: That the language of our opinion 
quoted in said motion be and it hereby is deleted 
from our opinion herein. 

/s/ JOHN W. KERN, 
Judge. 


August 7, 1946. [172] 
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The Tax Court of the United States 
Docket No. 5688 
[Title of Cause. ] 


MOTION FOR LEAVE TO FILE MOTION FOR 
DELETION OF CERTAIN PORTIONS 
OF OPINION 


Comes now the respondent, by his attorney, J. P. 
Wenchel, Chief Counsel, Bureau of Internal Reve- 
nue, and 

Moves for leave to file the attached motion that 
the Court delete certain portions of its opinion in 
the above-entitled proceeding, promulgated March 
22, 1946, 6 'T. C. No. 71, and for cause shows: 

1. Rule 19 of the Court’s Rules of Practice pro- 
vides that no motion for rehearing, further hearing, 
or reconsideration may be filed more than 30 days 
after the opinion has been served except by special 
leave. The decision was entered in this proceeding 
May 28, 1946. No petition for review has been filed 
in this proceeding, but the time to file such a peti- 
tion does not expire until August 28, 1946. Section 
1142 of the Internal Revenue Code. Prior to such 
date, or prior to the date petition for review is filed, 
the Court has jurisdiction to reconsider its decision 
in this proceeding. Garden City Feeder Company, 
(1933) 27 B.T.A. 1132, 1145; John Thomas Smith. 
(1940) 42 [173] B.T.A. 505, 506; sections 1140 and 
1142 of the Internal Revenue Code. It is submitted 
that if the Court has jurisdiction to reconsider its 
decision in this proceeding, a fortiori it has au- 
thority to reconsider its opinion. 

2. Petitioner is engaged in the business of sell- 
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ing furniture at retail, principally on the install- 
ment plan. Petitioner, as authorized by sections 
44 and 736 (a) of the Code, reported its income 
from installment sales on the installment basis for 
purposes of the income tax and on the accrual basis 
for purposes of the excess profits tax. The only 
issues raised by the pleading, at the hearing, and in 
the briefs were (1) the correct method of comput- 
ing the credit for income subject to the excess 
profits tax, provided in section 26 (c) of the Code, 
in such a case, and (2) whether petitioner is en- 
titled to a credit under section 26 (e) even though 
it in fact paid no excess profits tax. The Court 
decided both of these issues. 

3. The Court in addition, anticipating a Rule 
50 computation, stated in its opinion that in apply- 
ing the 80-percent limitation, provided in section 
710 (a) (1) (B) of the Code, corporation surtax 
net meome should include from installment sales 
computed on the installment basis and not on the 
accrual basis. The language used by the Court is 
contrary to the rule provided in the regulations. 
Section 35.736 (a)-3 of Regulations 112 provides as 
follows: 

Of Gs Se SP 

“= * * For the purposes of determining the ex- 
cess profits tax under section 710 (a) (1) (B) as 
an amount [174] which when added to the normal 
tax and surtax for the taxable vear equals 80 per- 
cent of the corporation surtax net income properly 
adjusted pursuant to the provisions of section 710 
(a) (1) (B) applicable to such taxable year, 
the corporation surtax net income shall include in- 
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come from installment sales computed upon the 
straight accrual basis described in this section, the 


eredit for dividends received used in computing 
corporation surtax net income shall be limited to 
85 per cent of the net income which shall include 
income from installment sales computed upon such 
straight accrual basis, and the normal tax and sur- 
tax shall be the actual normal tax and surtax deter- 
mined under Chapter 1. [Underscoring supplied. ] 
* &¢ € 

The proper application of the 80-percent limita- 
tion, as is more fully explained in the attached 
motion for deletion of certain portions of the 
Court’s opinion herein, was not in issue in this 
proceeding, and the language in the opinion with 
reference thereto appears to be dictum. The lan- 
guage in question nevertheless, as in likewise ex- 
plained in the attached motion, has created uncer- 
tainty both within and without the Bureau of 
Internal Revenue concerning the proper applica- 
tion of the regulations even to a case or cases com- 
ing directly within them. 

Wherefore, it is prayed that this motion be 
eranted. 

/s/ J. P. WENCHEL, MBL, 
Chief Counsel, Bureau of 
Internal Revenue. 

Of Counsel: 

HARTFORD ALLEN, 

Division Counsel. 
WILLIAM H. BEST, JR., 
LEONARD RAUM, 
Special Attorneys, 
Bureau of Internal Revenue. [175] 
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The Tax Court of the United States 
Docket No. 5688 
[Title of Cause. | 


MOTION FOR DELETION OF CERTAIN POR- 
TIONS OF THE COURT’S OPINION 
PROMULGATED MAR. 22, 1946 


Comes now the respondent, by his attorney, J. P. 
Wenchel, Chief Counsel, Bureau of Interna] Reve- 
nue, and 

Moves that the Court delete certain portions of 
its opinion in the above-entitled proceeding, pro- 
mulgated March 22, 1946, 6 T. C. No. 71, and for 
cause shows: 

1. Tf the Court grants this motion, the Judgment 
entered by the Court will not be affected. The 
amount. of the deficiency determined by the Court 
will not be changed and petitioner’s rights in this 
proceeding will in no way be prejudiced. 

2. Petitioner is engaged in the business of sell- 
ing furniture at retail, principally on the install- 
ment plan. Petitioner, as authorized by sections 
44 and 736 (a) of the Internal Revenue Code, re- 
ported its income from such installment sales on 
the installment method of accounting for purposes 
of the income tax and on the accrual method of ac- 
counting for purposes of the excess profits tax. 
‘The only issues raised by [176] the pleadings, at 
the hearing, and in the briefs were (1) the proper 
method of computing the credit for income subject 
to the excess profits tax, provided in section 26 (e) 
of the Code, in such a case, and (2) whether peti- 
tioner is entitled to a credit under section 26 (c) 
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even though it in fact paid no excess profits tax. 
The Court decided both of these issues. 

3. The Court in addition, anticipating a Rule 50 
computation, stated in its opinion that in applv- 
ing the 80-percent limitation, provided in section 
710 (a) (1) (B) of the Code, corporation surtax 
net income should include income from installment 
sales computed on the installment basis and not 
on the accrual basis. The language used by the 
Court is contrary to the rule provided in the regu- 
lations. Section 35.736(a)-3 of Regulations 112 
provides as follows: 
come ce oe 

“* * * For the purposes of determining the ex- 
cess profits tax under section 710 (a) (1) (B) as 
an amount which when added to the normal tax 
and surtax for the taxable year equals 80 percent 
of the corporation surtax net income properly ad- 
justed pursuant to the provisions of section 710 
(a) (1) (B) applicable to such taxable year, the 


corporation surtax net income shall include income 
trom installment sales computed upon the straight 
accrual basis described in this section, the credit 


for dividends received used in computing corpora- 
tion surtax net income shall be limited to 85 per 
cent of the net income which shall inelude income 
from installment sales computed upon such straight 
2xccrual basis, and the normal tax and surtax shall 
be the actual normal tax and surtax determined 
under Chapter 1. [Underscoring supplied.] [177] 

4. The respondent asserted a deficiency with 
respect to income tax in this proceeding, but no 
deficiency was asserted with respect to the excess 
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profits tax. The Court accordingly has jurisdic- 
tion with respect to the income tax but has no jur- 
isdiction with respect to the excess profits tax. The 
excess profits tax is the only tax to which the 80- 
percent limitation apphes. The petitioner in its 
amended corporation income and declared value 
excess-profits tax return for the calendar year 1942 
claimed that the 80-percent limitation applied to 
the income tax, and a collector’s claim for ahate- 
ment, based in part on such claim, was allowed. No 
such claim, however, was raised by the pleadings, 
at the hearing, or in the briefs as a defense to the 
asserted deficiency. The Court’s references to the 
80-percent limitation therefore appear to be dicta. 

do. In connection with a case submitted by re- 
spondent to the Joint Committee on Internal Reve- 
nue Taxation, Congress of the United States, as 
required by section 3777 (a) of the Internal Reve- 
nue Code, proposing a refund of taxes in excess of 
$75,000 based on the present regulations, the Chief 
of Staff of the Joint Committee informed the Treas- 
ury Department that no basis for unfavorable criti- 
cism of the proposed refund had been found. There- 
after respondent presented another case of the same 
character, likewise proposing a refund based on 
the existing regulations, to the Joint Committee. 
In a recent communication received by the Treas- 
ury Department from the Chief of Staff [178] of 
the Joint Committee, the Department was advised 
that certain members of the Staff of the Joint Com- 
mittee had raised objections to the allowing of a 
refinmd in the last-mentioned case because of the 
language of the Court in its opinion herein with 


Commissioner of Internal Revenue 127 


reference to the proper application of the 80-per- 
cent limitation, and that, although it was recognized 
that such language probably was dictum, the case 
was nevertheless being held for further considera- 
tion. Although it would appear that the Court’s 
language in the opinion with reference to the 80- 
percent limitation is dictum and not necessary to 
the conclusions reached by the Court on the points 
at issue before it, the question whether the Court 
intended to make a holding contrary to the regula- 
tions would persist and would create serious diffi- 
culties, from the standpoint of taxpayers as well as 
of the Government, until squarely met in a pro- 
ceeding wherein the validity of the regulations 
would necessarily and directly be involved. 

Wherefore it is prayed that this motion be 
eranted and that the Court delete the following 
language from its opinion: 

(1) The last paragraph of the Findings of Fact 
which reads as follows: 

‘Item 13 of the amended excess profits tax re- 
turn reflects an item which is erroneous in amount, 
resulting from an unauthorized departure from the 
requirements of the statute as reflected in the 
printed Form 1121; and item 438 of the amended 
[179] income and declared value excess profits tax 
return erroneously labels that figure as 80 per cent 
of profit on installment basis, rather than on ac- 
erual basis, which it was.’’ 

(2) The third paragraph from the end of the 
opinion which reads as follows: 

‘*It may be pointed out that in our opinion, as 
we shall later explain, the petitioner was, in reality, 
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subject to the imposition of an excess profits tax, 
since it had an adjusted excess profits net income, 
even though the respondent failed to impose it.”’ 

(3) The last paragraph of the opinion which 
reads as follows: 

‘Petitioner, in its amended excess profits tax 
return, filed on Form 1121, at item 13, computed 
the 80 percent limitation provided for in section 
710 (a) (1) (B) of the code on the basis of a sur- 
tax net income computed on the accrual basis, in- 
stead of the installment basis upon which its surtax 
net income was actually computed. The resulting 
figcure was $23,547.28, and, since petitioner’s income 
tax imposed by chapter 1 of the code was of itself 
in excess of that figure, petitioner concluded that 
it owed only $23,574.28 in income taxes, and no 
excess profits tax. It should, however, be pointed 
out that an erroneous figure was used by petitioner 
in arriving at the amount which purported to be 
the limit of income and excess profits taxes which 
could be imposed by reason of section 710 (a) (1) 
(B). Its surtax net income, computed under sec- 
tion 15 as section 710 (a) (1) (B) provides, was 
computed on the installment basis, and it is 80 per- 
cent of that figure which is the limit imposed by 
section 710 (a) (1) (B). In petitioner’s later com- 
putation of its tax liability, contained in Exhibit 
3 attached to its petition, this factor is not sct 
forth, and is of no importance, because the result- 
ine total of its computed lability for income and 
exeess profits tax is well below that limit. But, 
since petitioner arrived at that low figure by claim- 
ing a eredit of $42,688.33 which we have held was 
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ereatly in excess of the credit to which it was en- 
titled, and since it appears that a proper computa- 
tion of its liability in accord with our opinion im 
this case will result in a total income and excess 
profits tax liability in excess of the amount which 
petitioner contends [180] is the limit to which it 
may be subjected but within the limitation as prop- 
erly computed, and, further, since it appears from 
respondent’s ‘calculation (though no express state- 
ment to that effect appears therein) that respond- 
ent is giving effect to that 80 percent lmitation 
erroneously claimed by petitioner, the point is made 
at this time in order to prevent any dispute con- 
cerning this item as a limitation upon the amount 
of the taxes to be computed pursuant to this 
opinion.’’ 
/s/ J. P. WENCHEL, MBL, 
Chief Counsel, Bureau of 
Internal Revenue. 
Of Counsel: 


HARTFORD ALLEN, 
Division Counsel. 


WILLIAM H. BEST, JR., 
LEONARD RAUM, 
Special Attorneys, 
Bureau of Internal Revenue. [181] 


Mr. Raum: May I have an exception, if your 
Honor please? 

Mr. Horrow: Your Honor, I have a letter dated 
December 4, 1946, from Colin F. Stam, Chief of 
Staff of the Joint Committee on Internal Revenue 
Taxation, Congress of the United States. I ask 
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that that be marked for identification as Petition- 
er’s Exhibit next in order. 
The Court: It will be marked Exhibit 6 for 
identification. 
(The letter above-referred to was marked 
Petitioner’s Exhibit No. 6 for identification.) 


PETITIONER’S EXHIBIT No. 6 
Congress of the United States 
Joint Committee on Internal Revenue Taxation 
Washington 
December 4, 1946 
Pillsbury, Madison & Sutro 
Standard Oil Building 
San Francisco 4, California 
Attention: Mr. Harry R. Horrow 
Gentlemen: 
T am in receipt of your letter of November 29, | 
1946, which reads as follows: 
‘‘November 29, 1946. 
Basalt Rock Co., Ine. v. Commissioner of 
Internal Revenue 
Mr. Colin F. Stam, 
Chief of Staff, 
Joint Committce on Internal Revenue Taxation, 
Congress of the United States, 
Room 1336, New House Office Building, 
Washington, D. C. 
Dear Mr. Stam: 
We represent the taxpayer in a case now pend- 
ing before The Tax Court of the United States, 
Basalt Rock Co., Ine. v. Commissioner of Internal 
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Revenue, docket No. 10620. ‘The principal issue in 
the case involves the validity of the Treasury regu- 
lations dealing with the effect on the 80 percent 
limitation prescribed in section 710 (a) (1) (B) 
of the Internal Revenue Code, if any, of an election 
under section 736 (b) as follows: [182] 

‘The excess profits tax may be computed under 
section 710 (a) (1) (B) as an amount which when 
added to the normal tax and surtax computed under 
Chapter 1 equals 80 percent of the corporation 
surtax net income computed without regard to the 
credit under section 26 (e) (relating to income sub- 
ject to excess profits tax). For such purpose, the 
corporation surtax net income shall be determined 
by computing the income from long-term contracts 
upon the percentage of completion method of ac- 
counting’ (Regulations 112, sec. 35.736(b)-3). 

As you know, in a recent decision of The Tax 
Court of the United States, West End Furniture 
Co., the original opinion stated in part as follows: 

‘Petitioner, in its amended excess profits tax re- 
turn, filed on Form 1121, at item 18, computed the 
80 percent limitation provided for in section 710 
(a) (1) (B) of the code on the basis of a surtax 
net income computed on the accrual basis, instead 
of the installment basis upon which its surtax net 
income was actually computed. The resulting fig- 
ure was $23,574.28, and, since petitioner’s income 
tax imposed by chapter 1 of the code was of itself 
in excess of that figure, petitioner concluded that 
it owed only $23,574.28 in income taxes, and no 
excess profits tax. It should, however, be pointed 


2 Basalt Rock Co., Inc., vs. 


out that an erroneous figure was used by petitioner 
in arriving at the amount which purported to be 
the limit of income and excess profits taxes which 
could be imposed by reason of section 710 (a) (1) 
(B). Its surtax net income, computed under sec- 
tion 15 as section 710 (a) (1) (B) provides, was 
computed on the installment basis, and it is 80 per- 
eent of that figure which is the limit imposed by 
section 710 (a) (1) (B).’ 

Thereafter the Commissioner filed a motion for 
deletion of the portion of the opinion set forth 
above, and in the statement of grounds in support 
of said motion stated as follows: 

‘In connection with a case submitted by respond- 
ent to the Joint Committee on Internal Revenue 
Taxation, Congress of the United States, as re- 
quired by section 877 (a) [183] of the Internal 
Revenue Code, proposing a refund of taxes in ex- 
cess of $75,000 based on the present regulations, the 
Chief of Staff of the Joint Committee informed the 
Treasury Department that no basis for unfavorable 
eriticism of the proposed refund had been found. 
Thereafter respondent presented another case of 
the same character, likewise proposing a refund 
based on the existing regulations, to the Joint Com- | 
mittee. In a recent communication received by the 
Treasurv Department from the Chief of Staff of 
the Joint Committee, the Department was advised 
that certain members of the Staff of the Joint Com- 
mittee had raised objection to the allowing of a re- 
fund in the last-mentioned case because of the lan- 
enage of the Court in its opinion herein with ref- 
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erence to the proper application of the 80-percent 
limitation, and that, although it was recognized 
that such language probably was dictum, the case 
was nevertheless being held for further considera- 
tion. Although it would appear that the Court’s 
language in the opinion with reference to the 80- 
percent limitation is dictum and not necessary to 
the conclusions reached by the Court on the points 
at issue before it, the question whether the Court 
intended to make a holding contrary to the regula- 
tions would persist and would create serious diffi- 
culties, from the standpoint of taxpayers as well 
as of the Government, until squarely met in a pro- 
ceeding wherein the validity of the regulations 
would necessarily and directly be involved.’ 

As you know, Judge Kern of The Tax Court, 
there being no objection on the part of petitioner, 
ordered that said motion be granted and that the 
language of the opinion quoted in the Commission- 
er’s motion, including the language set forth above, 
be deleted from the original opinion. I should 
appreciate very much your advising us whether 
the objections raised to the allowance of a refund 
of taxes in excess of $75,000 after the promulgation 
of the original opinion of the court in the West 
End Furniture Co. case were based on the ground 
that in your opinion The Tax Court’s decision was 
correct and that the regulations set forth in section 
39.736 (a)-3 and section 35.736 (b)-38 dealing with 
the 80 percent limitation are invalid, and_ that, 
despite the deletion of a portion of The [184] Tax 
Court’s opinion in said case, you are still of the 
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same opinion, and that your present policy as Chief 
of Staff of the Joint Committee is to withhold ap- 
proval of refunds in excess of $75,000 based on the 
present regulations. 


Very truly yours, 


PILLSBURY, MADISON & 
SUTRO, 


By /s/ HARRY R. HORROW.”’ 


At the present time, the staff has taken the posi- 
tion in several refund cases pending before it that 
the 80 percent limitations should be computed on 
the basis of the corporation surtax net Income com- 
puted under section 15, but without regard to the 
eredit provided in section 26(e) relating to the in- 
come subject to the excess profits tax. Neither sec- 
tion 710(a)(1)(B) nor section 15 defining surtax 
net income provides a different method for deter- 
ing the surtax net income upon which the 80 per- 
eent limitation is computed where an election, if 
any, is made under section 736(b) of the Internal 
Revenue Code relating to an election on long-term 
contracts. 

Final decision in the matter is awaiting a confer- 
ence between the staff and representatives of the 
Chief Counsel’s office. If, as a result of such a 
conference the staff is still of the opinion that its 
present position in this respect is correct and the 
representatives of the Chief Counsel’s office are of 
the opinion that their position is correct, the mat- 
ter will be referred to the Joint Committee on In- 
ternal Revenue Taxation for decision. While the 
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Joint Committee on Internal Revenue Taxation has 
no authority, under the law, to approve or disap- 
prove refunds, as a matter of practice, the Bureau 
of Internal Revenue has not failed to follow the 
decision of the Committee in any refund case. 

In conclusion, I may state that the decision of 
the staff is not affected by the action of Judge Kern 
in granting a motion that certain language set 
forth in the original opinion of the West End Fur- 
niture Company case be deleted. Our conclusion 
in this matter is based entirely upon our conception 
of what Congress intended by use of the term cor- 
poration surtax net income computed under section 
15 of the Internal Revenue Code but without re- 
eard to the credit under section 26(e) relating to 
income subject to the excess profits tax. 


Yours sincerely, 


/3/ COLIN F. STAM, 
Chief of Staff. [185] 


Mr. Horrow: May it be stipulated that the Ilet- 
ter, Petitioner’s Exhibit 6 for identification, is 
signed by Colin F. Stam and that Colin F. Stam 
is the Chief of Staff of the Joint Committee on 
Tnternal Revenue Taxation, Congress of the United 
States, and has been since 1940? 

Mr. Raum: If your Honor please, as I have 
stated to counsel for the Petitioner previously, I 
yaise no question on the identity of this letter. J 
stipulate that Mr. Stam signed that letter. To the 
best of my knowledge, I don’t know frankly when 
Mr. Stam took position as Chief of Staff of the 
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Joint Committee; I am unable to stipulate as to 
that. JI will waive identification of the letter, how- 
ever. 

Mr. Horrow: Will it be stipulated, however, 
that Mr. Stam is now the Chief of Staff of the 
Joint Committee and has been at least since 19407? 

Mr. Raum: I can’t say with respect to 1940, if 
your Honor please. I don’t know. 

The Court: I don’t think that should be a stum- 
bling block. 

Mr. Horrow: I know it is a fact, your Honor, 
and I have— 

Mr. Raum (Interposing): I am not trying to be 
technical, if your Honor please; I just don’t know. 

The Court: The Court knows it for a fact also. 

Mr. Raum: I will so stipulate in that event. 

Mr. Horrow: Thank you. 

At this time I wish to offer in evidence as Peti- 
tioner’s Exhibit 6 the letter referred to. 

Mr. Raum: If your Honor please, Respondent 
objects to the receipt of Petitioner’s Exhibit No. 
6 marked for identification, in evidence. Respond- 
ent believes that the letter is entirely immaterial 
and irrelevant to the decision of the issues in this 
case, that it is the function of this Court to deter- 
mine the proper interpretation of the statute and 
not the function of any other official of the govern- 
ment. Respondent further objects on the ground 
that the author of the letter is not in Court for 
purposes of cross examination, and that the letter 
is not admissible on that ground also. 
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The Court: The objection would seem to be 
insuperable. 

Mr. Horrow: If your Honor please, I would 
hike to point out some of the authorities I believe 
sustain our position that the letter as it has been 
identified is admissible in evidence. ‘There is no 
question that it is the function of your Honor and 
the Tax Court to decide the issues in this case. The 
question is whether the evidence offered is relevant 
and material. In assisting the Court in deciding 
the issues, the Supreme Court in White against 
Winchester Country Club has referred to the fact 
that rules of this type are admissible in evidence, 
and I would like to quote from the decision in [106] 
this case, 315— 

The Court (Interposing): What was the letter 
purporting to be? No one has told me what the 
letter purports to be. 

Mr. Horrow: I would like to state, your Honor, 
that the letter and— 

The Court (Interposing): And to whom is it 
addressed ? 

Mr. Horrow: It is addressed to counsel in this 
case and states the opinion of the Chief of Staff 
of the Joint Committee and its position and policy 
with respect to its functions in the administration 
of the Internal Revenue laws. As your Honor 
knows, no refund can be made by the Commissioner 
of any excess profits tax over $7,500 without a re- 
port to the Joint Committee on Internal Revenn« 
Taxation, and it is the function of the Chief of 
Staff of the Joint Committee to comment on the 
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propriety of any refund in which the Commis- 
sioner has proposed. 

Now, as your Honor will see from the motion 
which has been admitted in evidence as Petition- 
er’s Exhibit 5, the Respondent stated that by rea- 
son of the opinion of the Court in the West End 
Furniture Case, the Chief of Staff of the Joint 
Committee was withholding approval of refunds in 
excess of $7,500 based on the present regulations. 
This letter establishes that the position of the Chief 
of Staff of the [107] Joint Committee and his 
attitude and his opinion is not affected by the with- 
drawal of a portion of the opinion in the West End 
Furniture case and the Chief of Staff is still of the 
opinion that the rule pronouncing that case is 
courect, 

The Court: What about the objection that there 
is no opportunity for cross examination ? 

Mr. Horrow: If your Honor please, this letter 
speaks for itself. It has the same status as a letter 
ruling issued by the Deputy Commissioner which 
the Supreme Court has commented on many times 
in cases. In the Janick case, the Supreme Court 
referred to a letter of the Deputy Commissioner 
and the case turned on a recognition that the prac- 
tice embodied in that letter was sound and was a 
correct interpretation of the law. 

The Court: Not having all the facts of it, T 
ean’t say whether it is pertinent or not. 

Mr. Horrow: Well, the issue here, your Honor, 
is the validity in part of a regulation. To some 
extent the regulations are obscure. They are in- 
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consistent, as I say, between various portions of 
the regulations, although as Respondent’s counsel 
has pointed out there is a specific provision in the 
regulation that deals with the method of account- 
ing, the elected method, and its use in connection 
with the 80 percent limitation. Now, in consider- 
ing the validity of regulations, the Supreme Court 
has stated, and I would like [108] to quote from 
the White case against the Winchester Country 
Club, 315 United States 32. It is substantially con- 
temporaneous expressions of opinion that are 
highly relevant and material evidence of the prob- 
able general understanding of the times and of the 
opinions of men who probably were active in the 
drafting of the statute. As such, they are entitled 
to serious consideration. This letter speaks for 
itself. It is a letter by the Chief of Staff of the 
Joint Committee, what his opinion is as to the 
proper interpretation of the law and a statement 
that his opinion is unaffected by what the Court 
did in the West End Furniture Case in withdraw- 
ing a part of his opinion. 

The Court: I sustain the objection. 

Mr. Horrow: At this time, your Honor, I would 
hke to make an offer of proof. Petitioner offers 
to prove by Petitioner’s Exhibit 6 that the Chief 
of Staff of the Joint Committee on Internal Reve- 
nue ‘J’axation has taken the position that the 80 
percent limitation must be computed on the basis 
set forth in the West End Furniture case in the 
original opinion thereof, which is in evidence in 
this case, and further that the opinion of the Chief 
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of Staff is unaffected by the withdrawal of a por- 
tion of the opinion in that case. This letter is also 
offered in proof of the administrative practice: it 
is also offered as an expression of opinion by an 
official of the government who is charged with cer- 
tain functions in the drafting of the statutes which 
are under consideration by the Court in this ease. 

The Court: Is there anything further? 

Mr. Horrow: I would like to take an exception 
to your Honor’s ruling. 

Now, if your Honor please— 

Mr. Raum (Interposing): If your Honor please, 
I move that the Court reject Petitioner’s offer of 
proof. 

The Court: It is a novel procedure, in my ecx- 
perience. As a matter of right he may make an 
offer of proof. 

Mr. Raum: I withdraw my objection. 

The Court: At least, that is my understanding. 

Mr. Raum: I withdraw my objection. 

Mr. Horrow: If your Honor please, I have dis- 
cussed with counsel for Respondent the matter of 
presenting further evidence dealing with the ad- 
ministrative practice with respect to the regula- 
tions that are involved in this case. Such evidence 
would be more conveniently presented in Washing- 
ton because the officials that are charged with the 
administration of the provisions involved are back 
there. With your Honor’s consent, we should like 
to have the case continued for further hearing in 
Washington for the purpose of receiving further 
stipulations of fact, taking further testimony or 
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receiving depositions concerning the administration 
practice which we seek to establish. 

The Court: That will be done. [110] 

Mr. Raum: If your Honor please, I take it that 
will include the receipt of any Exhibits that may 
be necessary also? 

The Court: I assume so. You will suggest a 
time ? 

Mr. Horrow: If it is agreeable to your Honor 
and Respondent’s counsel, I would suggest the case 
be continued for 60 days, or some convenient date 
that doesn’t fall on a day when the Tax Court will 
be not sitting. I should think that we would be 
able to arrive at a stipulation of facts in that period 
of tine, or at least to make arrangements for the 
taking of depositions so that we may be able to 
avoid the necessity of having the Court sit and hear 
testunony from witnesses. 

The Court: Is that satisfactory to vou? 

Mr. Raum: That is satisfactory to me. 

The Court: The case will be continued to the 
Washington calendar, continued 60 days, not to be 
set in less than 60 days, and will await the con- 
venience of counsel for further setting. 

Mr. Horrow: Thank you very much. 

Mr. Raum: Thank you very much, your Honor. 

The Court: Briefs and that sort of thing will 
be arranged at a later date. 

Mr. Horrow: If we could fix a time for briefs 
now, why— [111] 

The Court: (Interposing.) We can’t very well 
do that until we get the case in. 
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Mr. Horrow: I had in mind fixing the date 
with reference to when the case would be sub- 
mitted for decision. 

The Court: Would you be able to file the briefs, 
first briefs at the time the case is considered first 
in Washington ? 

Mr. Horrow: I had in mind fixing the date for 
filing briefs at 45 or 60 days from the date the 
case is submitted for decision, if that is agreeable. 

The Court: I believe you better leave that open. 

Mr. Horrow: All right. Thank you. 

Mr. Raum: I didn’t hear your Honor’s ruling. 

The Court: Leave that open. 

That concludes the submission ? 

We will take a brief recess. 


(Whereupon, at 3:30 o’clock p.m., the hear- 
ing in the above-entitled matter was closed.) 


[Endorsed]: T.C.U.S. Filed Jan. 12, 1947. [112] 
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COMMISSIONER OF INTERNAL REVENUE, 
Respondent. 


Hearing at Washington, D. C. 
Date February 12, 1947. 


Courtroom No. 2, 
Internal Revenue Building, 
Washington, D. C., 


February 12, 1947, 11:25 a.m. 
Before Hon. Ernest H. Van Fossan, Judge. 


Appearances: No appearance on behalf of the 
Petitioner. Leonard Raum (Honorable J. P. Wen- 
chel, Chief Counsel, Bureau of Internal Revenue), 
appearing on behalf of the Respondent. [114] 
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The Clerk: Docket 10620, Balsalt Rock Com- 
pany, Ine. 

Mr. Raum: There is no appearance for the peti- 
tioner. Leonard Raum for the respondent. 

The Court: J understand you want to present 
the stipulation in this case? 

Mr. Raum: Yes, sir, your Honor. I would like 
to present the final stipulation in this case. 

The Court: It will be received. 

Mr. Raum: If your Honor please, I would like 
to offer in evidence as Respondent’s Exhibit A a 
memorandum for the Chief Counsel of the Bureau 
of Internal Revenue from Deputy Commissioner 
K. J. MeLarney. A copy of this memorandum is 
attached to the supplementary stipulation of facts 
and the petitioner has stated in the supplemental 
stipulation that he has no objection to receipt in 
evidence of either the original or the copy. 

The Court: How is that marked? Has it heen 
given an exhibit number? 

Mr. Raum: No, sir. In the stipulation we simply 
attached a copy of the memorandum and said that 
the petitioner has said that the petitioner has no 
objection to the introduction of either the original 
nor a copy. 

The Court: It is not made a part of the stipula- 
tion? [115] 

Mr. Raum: No, sir, it is not. 

It was intended to be a respondent’s exhibit. 
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The Court: I just wish to fix the exhibit nim- 
er. 

Mr. Raum: Respondent has submitted no other 
xhibits up to this date, your Honor. 

The Court: Then this will be Exhibit A. 

Mr. Raum: I offer an original of the memor- 
dum in evidence. 

The Court: It is received. 


(The document above referred to was re- 
ceived in evidence and marked Respondent’s 
Exhibit A.) 


RESPONDENT'S EXHIBIT A 


Bureau of Internal Revenue 
Income Tax Unit 


January 20, 1947 


emorandum for Mr. J. P. Wenchel 
Shief Counsel 
3ureau of Internal Revenue 


In re: Sections 35.736(a)-3 and 35.736(b)-3 
of Regulations 112 and corresponding pro- 
visions of Regulations 109 


Reference is made to your memorandum dated 
January 14, 1947, in which you request advice as 
o whether it has been the purpose of this office 
o follow the provisions of the regulations at all 
imes since their promulgation and whether to our 
cnowledge there has ever been, or 1s now, any 
leviation from such purpose of disposing of cases 
n accord with the provisions of the regulations. 
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I have consulted with the Heads of the Audit 
Review Divisions and the Head of the Practice 
and Procedure Division, and they have informed 
me that they have never suggested or recommended 
that the regulations be deviated from and that to 
their knowledge there has never been any devia- 
tion from existing regulations in any case. This is 
also the observation of the Assistant Deputy Com- 
missioner and the undersigned. 


/3/ BH. J. McLARNEY, 
Deputy Commissioner. 


Mr. Raum: Jf the Court please, I believe that 
was all that remained to be done except for fixing 
of dates for filing of briefs. 

The Court: J wish at this time to compliment 
counsel—and it can be conveyed to counsel for the 
petitioner inasmuch as it applies equally to both 
—for the manner in which they have struggled 
with this case and have presented it. It has re- 
duced extensive trial time to a very short compass 
and is a very satisfactory presentation. 

Mr. Raum: Thank you, your Honor. J am sure 
Mr. Horrow and I appreciate your remarks. 

The Court: How much time do you wish for 
briefs ? 

Mr. Raum: In view of the complexity of the 
cases, [116] your Honor, I believe Mr. Horrow 
and I felt that 60 days for main briefs and 45 
davs for replies. 

The Court: Do vou suggest concurrent or alter- 
native briefs? 
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Mr. Raum: I didn’t discuss that at all with him, 
sir, and frankly I haven’t given consideration to it 
nyself. 

The Court: Simultaneous briefs 60 days from 
his date and 30 days thereafter for reply briefs. 
Will that be satisfactory ? 

Mr. Raum: I think it will, sir. The only varia- 
‘ion to that is from the dates counsel and myself 
alked about among ourselves. We suggested 45 
lays for reply. But I don’t know that that will 
nake much difference. 

The Court: Forty-five will be allowed. That is 
serfectly agreeable to the Court. 

Mr. Raum: Thank you, your Honor. 

The Court: That concludes the submission of 
he case. 


(Thereupon, at 11:30 o’clock a.m., the hear- 
ine was concluded.) 


[Endorsed]: T.C.U.S. Filed Feb. 24, 1947. [117] 
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10 T. C. No. 79 
The Tax Court of the United States 


Basalt Rock Co., Inc., Petitioner, vs. Commissioner 
of Internal Revenue, Respondent. 


Docket No. 10620 
Promulgated April 14, 1948 


Where a corporation, which regularly computed 
mcome from long-term contracts on the completed 
contract method of accounting and filed its income 
tax returns accordingly, exercises the election under 
section 736(b), Internal Revenue Code, to com- 
pute its income from long-term contracts for pur- 
poses of Chapter 2-E on the percentage of comple- 
tion method of accounting, Held, that its ‘‘cor- 
poration surtax net income, computed under 
section 15’ for the purpose of section 710(a)(1) 
(13) is to be computed upon the percentage of 
completion method of accounting. 

Harry R. Horrow, Esq., for the petitioner. 

Leonard Raum, Esq., for the respondent. 


OPINION 


Disney, Judge: The respondent determined a 
deficiency of $583,003.64 in the petitioner’s excess 
profits tax liability for the year 1942. The peti- 
tioner claims an overpayment of excess profits tax 
in the sum of $935,575.38. [186] 

Several issues were raised in the pleadings but 
all were settled by stipulation, excepting one, viz.: 
Whether for purposes of the so-called 80 per cent 
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limitation provided in section 710(a)(1)(B) of the 
Internal Revenue Code, the petitioner’s surtax net 
income should be computed according to the per- 
centage of completion method or on the completed 
contract method, the petitioner having kept its 
accounts and filed its income and declared value 
excess profits tax returns for 1942 as to long-term 
contracts, on the completed contract method, and 
having exercised the right of election granted by 
section 736(b), Internal Revenue Code, to report 
income from long-term contracts on the percentage 
of completion method. 

The stipulated facts are adopted as our findings 
of fact. In so far as necessary to understand the 
issue, they are as follows: 

The petitioner is a corporation duly incorpor- 
ated and existing under the laws of the State of 
California, and engaged in the business of ship- 
building and manufacturing concrete ageregates, 
road and fuel oils, and building materials. The peti- 
tioner files its Federal income and excess profits tax 
returns on the calendar year basis. Its Federal 
corporation income and declared value excess- 
profits tax returns, Form 1120, and its Federal ex- 
cess profits tax return, Form 1121, for the calendar 
year 1942 were each filed with the Collector of 
Internal Revenue for the first district of Cali- 
fornia. 

During the year 1942, and prior and subsequent 
thereto, the petitioner entered into certain con- 
tracts, the performance of each of which required 
more than twelve months. Such contracts will here- 
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inafter be termed ‘‘long-term contracts.’’ ‘The 
method of accounting regularly employed by the 
petitioner in keeping its books of account and in 
filing its Federal corporation income and declared 
value excess-profits tax returns was the accrual 
method, except that [187] with respect to the long- 
term contracts the method of accounting regularly 
employed by the petitioner in keeping its books of 
account and in filing its Federal corporation in- 
come and declared value excess profits tax returns 
was the completed contract method as permitted by 
section 29.42-4(b) of Regulations 111 and corres- 
ponding provisions of prior Regulations. The peti- 
tioner filed its Federal corporation income and de- 
clared value excess profits tax return for the year 
1942 in accordance with such methods of account- 
ing. 

At or prior to the time of filing its Federal ex- 
cess profits tax return, Form 1121, for the year 
1942, the petitioner exercised the election provided 
in section 736(b) of the Internal Revenue Code, to 
compute its income from long-term ‘contracts upon 
the percentage of completion method of accounting. 

For the year 1942 the petitioner realized ineeme 
from certain long-term contracts and sustained 
losses from other long-term contracts, determined on 
the percentage of completion method of accounting, 
resulting in a net income for the vear 1942 from 
all of the petitioner’s long-term contracts, deter- 
mined on such method of accounting, in the ammount 
of $409,538.97. 

‘The petitioner sustained losses for the vear 1942 


Commissioner of Internal Revenue 151 


from long-term contracts, determined on the com- 
pleted contract method of accounting, in the amount 
of $889,898.02. 

The petitioner’s corporation surtax net mcome 
for the year 1942, for purposes of section 710(a) 
(1)(B) of the Internal Revenue Code, exclusive 
of any income or loss from long-term contracts and 
computed without regard to the credit provided in 
section 26(e) of the Internal Revenue Code, was 
$1,710,984.13 which, for purposes of section 710 
(a)(1)(B) of the Internal Revenue Code, is to 
be adjusted to reflect the proper amount of income 
or loss for the year 1942 from long-term con- 
tracts. [188] 

If the petitioner’s corporation surtax net in- 
come for the year 1942, for purposes of section 710 
(a)(1)(B) of the Internal Revenue Code, is to be 
determined by computing income or loss from long- 
term contracts on the percentage of completion 
method of accounting, the corporation surtax net 
income for such purposes, computed without regard 
to the credit provided in section 26(e) of the In- 
ternal Revenue Code, is $2,120,523.10. 

[f the petitioner’s corporation surtax net income 
for the year 1942, for purposes of section 710(a) 
(1)(B) of the Internal Revenue Code, is to be 
determined by computing income or loss from long- 
term contracts en the completed contract method 
of accounting, the corporation surtax net income 
for such purposes, computed without regard to the 
credit provided in section 26(e) of the Internal 
Revenue Code, is $821.086.11. 
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The petitioner’s normal tax net income for the 
year 1942, for purposes of determining the peti- 
tioner’s normal tax for the year 1942 imposed by 
Chapter 1 of the Internal Revenue Code, and the 
petitioner’s corporation surtax net income for the 
vear 1942, for purposes of determining petitioner’s 
surtax for the year 1942 imposed by Chapter 1. of 
the Internal Revenue Code, each computed without 
regard to the credit provided in section 26(e} of 
the Internal Revenue Code, were each $821,086.11. 

‘he petitioner’s adjusted excess profits net in- 
come for the year 1942, determined by computing 
income or loss from long-term contracts on the per- 
centage of completion method of accounting, was 
$1,845,468.76. [189] 

The parties have stipulated that, if petitioner has 
an adjusted excess profits net income, determined 
by computing income or loss from long-term con- 
tracts cn the completed contract method of account- 
ing, such adjusted excess profits net income so 
determined is $546,031.77. | 

There was no increase attributable to contracts 
completed in 1942 in the petitioner’s excess profits 
tax imposed for either 1940 or 1941 due to its 
exercise of the election provided in section 736(b) 
of the Internal Revenue Code. 

In its excess profits tax return for 1942, the 
petitioner showed an excess profits tax of $#1,520,- 
789.06. The petitioner claimed the right to defer 
payment of $251,790.53 under the provisions of 
section 710(a)(5) of the [190] Internal Revenue 
Code, and payment of such $251,790.53 was so de 
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ferred. In the excess profits tax return for 1942, 
the petitioner accordingly showed an excess profits 
tax payable of $1,268,998.53. 

The petitioner’s credit for income subject to the 
excess profits tax, provided in section 26(e) of the 
Internal Revenue Code, which is allowable for the 
year 1942, is $546,031.77. 

Petitioner’s corporation surtax net income, com- 
puted without regard to the credit provided in sec- 
tion 26(e) of the Internal Revenue Code for the 
taxable year ended December 31, 1942. for pur- 
poses of section 710(a)(1)(B) of the Interna] Rev- 
enue Code, is $2,120,523.10. 

To recapitulate the facts briefly: In keeping its 
books of account and in filing its Federal income 
tax returns, the petitioner regularly employed, with 
respect to long-term contracts, the completed con- 
tract method of accounting. Its 1942 corporation in- 
come and declared value excess profits tax return 
was filed in accordance with such regular method of 
accounting. In its 1942 excess profits tax return 
petitioner exercised its right of election under sec- 
tion 736(b), Internal Revenue Code,’ to report 


*Sec. 736. Relief for Installment Basis Taxpayers 
and Taxpayers With Income From Long-term 
Contracts. 

(b) Election on Long-Term Contracts—In the 
case of any taxpayer computing income from con- 
tracts the performance of which requires more than 
12 months, if it is abnormal for the taxpayer to 
derive income of such class, or, if the taxpayer 
normally derives income of such class but the 
amount of such income of such class includible in 
the gross income of the taxable year is in excess 
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income from long-term contracts on the percentage 
of completion method of accounting. [191] 

There is no dispute as to the facts. All were 
stipulated. Nor is there any dispute that petitioner 
met the eligibility requirements and that it made an 


of 125 per centum of the average amount of the 
eross income of the same class for the four prev- 
ious taxable years, or, if the taxpayer was not in 
existence for four previous taxable years, the tax- 
able years during which the taxpayer was in exist- 
ence, it may elect, in its return for such taxable 
year for the purposes of this subchapter [Subchap- 
ter E—Excess Profits Tax], or in the case of a 
taxable year the return for which was filed prior 
to the date of the enactment of the Revenue Act of 
1942, within 6 months after the date of the enact- 
ment of such Act, to compute, in accordance with 
regulations prescribed by the Commissioner with 
the approval of the Secretary, such income upon 
the percentage of completion method of accounting. 
such election shall be made in accordance with 
such regulations and shall be irrevocable when once 
made and shall apply to all other contracts, past, 
present, or future, the performance of which re- 
quired or requires more than 12 months. The net 
income of the taxpayer for each year prior to that 
with respect to which the election is made shall be 
adjusted for the purposes of this subchapter inciud- 
ine the computation of excess profits net income 
m each taxable year of the base period under sec- 
tion 711(b), to conform to such election but for the 
purposes of chapter 1, the tax imposed bv this sub- 
chapter for any prior taxable vear on account of 
the adjustment required by this subsection shall be 
considered a part of the tax imposed by this sub- 
chapter for the taxable year in which such income 
is, without regard to this subsection, includible in 
gross income. Income described in this subsection 
shall not be considered abnormal income under seec- 
tion 721. 


~~ 
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effective election as provided in section 736(b). 
There is likewise no question as to the computation 
of the amount of the excess profits tax under sec- 
tion 710(a)(1)(A), Internal Revenue Code,’ or as 
to the amount of normal tax and surtax under 
Chapter 1 for the year 1942, or as to the amount 
of the [192] credit under section 26(e) to which 
petitioner is entitled. The only amount in dispute is 
the amount of ‘‘the corporation surtax net inconie, 
computed under section 15” within the meaning of 
section 711(a)(1)(B), Internal Revenue Code,’ 1. e., 
whether the amount of petitioner’s surtax nct in- 
come for purposes of the so-called 80 per cent Jimi- 
tation provided in section 710(a)(1)(B) is $821,- 
086.11, computed on the completed contract method 
of accounting, as contended by petitioner, or $2,- 
120,523.10, computed on the percentage of comple- 


*Sec. 710. Imposition of Tax. 

(a) Imposition. 

1. General Rule—There shall be levied, coliected, 
and paid, for each taxable year, upon the adjusted 
excess profits net income, as defined in subsection 
(b), of every corporation (except a corporation 
exempt under section 727) a tax equal to whichever 
of the following amounts is the lesser: 

(A) 90 per centum of the adjusted excess profits 
net income, or 

(B) an amount which when added to the tax 
imposed for the taxable year under Chapter 1 
(other than section 102) equals 80 per centum of 
the corporation surtax net Income, computed under 
section 15 or Supplement G, as the case may be, 
but without regard to the credit provided ir sec- 
tion 26(e) (relating to income subject to the tax 
imposed by this subchapter). 

* See footnote 2, p. 6. 
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tion method of accounting, as contended by re- 
spondent. 

The respondent contends that his position repre- 
sents the correct interpretation of the statute and 
is in accord with the applicable regulations. See 
Regulations 112, section 35.726(b)-3, as amended 


by T.D. 5388, July 7, 1944 (1944 C.B. 387, 396), | 


and in particular that part which is as follows: 


The excess profits tax may be computed un- | 


der section 710(a)(1)(B) as an amount which 
when added to the normal tax and surtax com- 
puted under Chapter 1 for the taxable year 
equals 80 percent of the corporation surtax net 
income properly adjusted under the provisions 
of section 710(a)(1)(B) applicable to snch 
year.’ For such purpose, the corporation sur- 


tax net income shall be determined by com- 
puting the income from long-term contracts 
upon the percentage of completion method of 
accounting. The credit for dividends received 


used in computing corporation surtax net in- 
come [193] shall be lmited to 85 percent of 
the net income determined by computing in- 
come from long-term contracts upon the per- 


* Prior to the amendment by T.D. 5388 the first 
sentence of quoted portion of Sec. 35.736(b)-3 reads 
as follows: 

The excess profits tax may be computed under 
section 710(a)(1)(B) as an amount which when 
added to the normal tax and surtax computed under 
Chapter 1 equals 80 percent of the corporation 
surtax net income computed without regard to the 
credit under section 26(e) (relating to income sub- 
ject to excess profits tax). 
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centage of completion method of accounting, 
and the normal tax and surtax shall be the 
actual normal tax and surtax determined under 
Chapter 1. [Emphasis supplied. |] 

It is argued by petitioner that the term ‘‘the 
corporation surtax net income’’ denotes a specific 
concept and for any year can only be the precise 
amount arrived at under section 15 of Chapter 1, 
Internal Revenue Code; that section 710(a) (1) (B) 
in no way suggests a new concept of corporation 
surtax net income, but on the contrary that Con- 
eress by the use of the term ‘‘the corporation sur- 
tax net income’’ amplified by the phrase ‘‘com- 
puted under section 15’? and the reference to 
“Chapter 1’’, indicated clearly that the 80 per cent 
limitation was to be based on the actual corpora- 
tion surtax net income on which the corporation’s 
surtax lability is imposed; that the only adjust- 
ment to corporation surtax net income permissible 
under section 710(a)(1)(B) is the elimination of 
the eredit under section 26(e) relating to income 
subject to the excess profits tax; that section 710 
(a)(1)(B) was intended to provide an alternative 
measure of the excess profits tax independent of 
the measure of such tax under section 710(a)(1) 
(A); that mstead’ of the 80 per cent limitation in 
terms of the actual corporation surtax net income, 
freed of any excess profits tax implications, as 
Congress intended, the Commissioner requires a 
reconstruction of the corporation surtax net income 
based on computations intended to apply only in 
the determination of adjusted excess profits net 
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income; and that section 35.736(b)-3 of Regula- 
tions 112 is invalid in so far as it provides that 
when a taxpayer exercises the election under sec- 
tion 736(b), the corporation surtax net income for 
the purposes of section 710(a)(1)(B) shall be de- 
termined by computing the income from long-term 
contracts on the percentage of completion method 
of accounting. [194] 

Section 15(a) of the Internal Revenue Code pro- 
vides that ‘‘For the purposes of this chapter, the 
term ‘corporation surtax net income’ means the 
net income’’ minus certain prescribed credits, in- 
cluding the section 26(e) credit.* Section 21 defines 
‘net income” as ‘‘gross income computed under 
section 22 less the deductions allowed by section 
23.’’ Section 41 provides as a ‘‘General Rule’’ that 
‘net income shall be computed * * * in accordance 


*Sece. 15. Surtax on Corporations. 

(a) Corporation Surtax Net Income—For the 
purposes of this chapter, the term ‘‘corporation 
surtax net income’’ means the net income minus 
the credit for income subject to the tax imposed by 
Subchapter E of Chapter 2 provided in section 26 
(e) and minus the credit for dividends received 
provided in section 26(b) (computed by limiting 
such credit to 85 per centum of the net income 
reduced by the credit for income subject to the tax 
imposed by Subchapter E of Chapter 2 in len of 
85 per centum of the adjusted net income so re- 
duced, and minus, in the case of a public utility, 
the credit for dividends paid on its preferred stock 
provided in section 26(h). For the purposes of this 
subsection dividends received on the preferred 
stock of a public utility shall be disregarded in 
computing the credit for dividends received pro- 
vided im section 26(b). 
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with the method of accounting regularly employed 
in keeping the books of such taxpayer.”’ Put ob- 
viously such a general rule is not necessarily ap- 
plicable to special statute-created situations, and 
this is not a general situation coming under section 
41 (which is in Chapter 1), but a specific situation, 
under a different chapter, and involving a special 
and different tax and the manner of its computa- 
tion. Moreover, the petitioner’s true earnings are 
reflected by the percentage of completion basis of 
accounting. That was the desire of the petitioner 
in electing that method. 

Section 710, Internal Revenue Code, imposes an 
excess profits tax of either 90 per cent of adjusted 
excess profits net income, or the difference [195] 
between the Chapter 1 tax and 80 per cenit of 
‘corporation surtax net income, computed under 
section 15.’’ The crucial question here is as to the 
meaning in Section 710(a)(1) of the phrase ‘‘cor- 
poration surtax net income, computed under sec- 
tion 15.’’ For the petitioner contends that the ex- 
pression ‘‘corporation surtax net income, computed 
under section 15”’ is a definite statutory Chapter 1 
concept, so that, it is argued, the petitioner must 
compute the 80 per cent ‘‘limitation’’ by using the 
completed contract method of accounting which it 
had used in computing its income tax under Chap- 
fer I. 

In our opinion such view is in error. In the first 
place it is contrary to the regulation which requires 
the petitioner to use the percentage of completion 
method of accounting, because of the election under 
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section 736(b) to use that method ‘‘for the purposes 
of this subchapter,’’ i. e., Subchapter E, of Chapter 
2, the Excess Profits Tax Law. Section 736(b) 
specially provides that the petitioner may elect to 
compute its income “in accordance with regula- 
tions prescribed by the Commissioner’’ upon the 
percentage of completion method; also, that the 
election shall be made in accordance with such 
regulations. The reason Congress so provided and 
twice left the matter to regulation obviously lay 
in the complexity of the excess profits statute, its 
interlocking with the income tax law, and the ir- 
revocability of the election. Under such circum- 
stances we should find, before declaring the regula- 
tion invalid, a very clear and positive invasion of 
the legislative power. Unless the regulation is in- 
valid, the respondent must prevail. The regulation 
is not to be so held ‘“‘unless unreasonable or in- 
consistent with the statute.’’ Fawcus Machine Co. 
v. United States, 282 U. S. 375; and only for 
weighty reasons. Brewster v. Gage, 280 U. S. 327; 
Commissioner v. South Texas Lumber Co.,.. 

WE Se aes (March 29, 1944). Yet we find no rea- 
son for holding it to be invalid, and find it reason- 
able and consistent with the [196] statute. There 
is clear consistency in requiring the petitioner to 
use the method of accounting which it had elected 
to use ‘‘for the purposes of this subchapter,’’ that 
is, for excess profits tax purposes, in computing the 
imposition of such tax, in section 710. Indeed, the 
matter passes the point of consistency. The only 
reasonable interpretation of the statute, in our 
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view, requires the use of the basis elected, for 
every purpose of Subchapter E of Chapter 2, there- 
fore, requires its use in the computation and “‘limi- 
tation’’ so-called in section 710(a)(1)(B). The peti- 
tioner agrees that the elected method is applicable 
to section 710(a)(1)(A)—the 90 per cent tax. Is 
it reasonable then to contend, contrary to the regu- 
lation, as petitioner does, that the elected method 
is inapplicable to the next subsection—which is just 
as integral a part of the excess profits subchapter 
as is subsection (A)? To say that the regulation is 
unreasonable or inconsistent with statute in requir- 
ing application of the elected method to both sub- 
sections seems to us impossible. On the contrary 
it seems affirmatively provided by the text which 
apples the elected method to the entire subchapter 
dealing with the excess profits tax. We think any 
other interpretation than expressed in the regula- 
tion would be not only inconsistent with the statute, 
but in the face of its Janguage and purpose. If 
there was more reason for questioning the interpre- 
tation, than we find demonstrated by the petitioner, 
we should still uphold the regulation, unless it is 
clearly shown to be contrary to or outside the stat- 
ute; clearly we think, that showing is noticeably 
absent. 

The effort to eliminate the regulations depends 
wholly on the words ‘‘corporation surtax net in- 
come, computed under section 15’’ in section 710 
(a)(1)(B). That language does not clearly, or even 
inferentially, prohibit computing corporation sur- 
tax net income by beginning with income upon a 
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[197] percentage of completion basis as required 
by the regulation and as for excess profits tax pur- 
poses the taxpayer had elected to do. It would ap- 
pear to require very plain language to dictate that 
an excess profits tax under Chapter 2, be imposed 
by being limited to a percentage of Chapter 1 in- 
come. Such plain language to the effect sought by 
the petitioner—invalidity of the regulation, we can- 
not find in the above phrase. 

Both the statute and decided cases indicate that 
the elected method of accounting be consistently 
applied in dealing with excess profits taxes. Section 
710(b) requires that once the percentage of com- 
putation method is elected, the taxpayer’s net in- 
come for the base period years shall for excess 
profits tax purposes be adjusted to conform to the 
election. | Yet the taxpayer wishes to leave unad- 
justed, for such purpose, the ‘‘corporation surtax 
net income’’ for the taxable years itself and to 
let it be computed though for excess profits tax 
purposes, on the original completed contract meth- 
od of accounting.| And in several cases we and 
Circuit Courts have insisted upon consistence. In 
Mackin Corporation, 7 T. C. 648; 164 Fed. (2d) 
527, the taxpayer, reporting for income tax pur- 
poses on the installment basis elected under section 
736(a) to compute for excess profits tax purposes 
on the accrual basis. The effect of the decision is 
that the accrual basis having been elected, was con- 
trolling for excess profits tax purposes, and that 
a regulation denying deduction of certain bad debts 
accrued, was invalid for excess profits tax purposes. 
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In short, the accrual basis having been elected, car- 
ried through. Thus it is seen that we denied valid- 
ity to a regulation (Regulation 109, section 30.736 
(a)(3 as amended by 'T.D. 5257), which called for 
inconsistency in application of the elected method 
under section 736(a), which is companion and co- 
subsection 736(b) here involved and is in [198] 
nowise different in principle [section 736(a) merely 
having to do with excess profits on elected accrual 
method instead of installment method, paralleling 
the completed contract method and percentage of 
completion method under section 736(b).] The peti- 
tioner, however, here would have us now hold that 
a regulation requiring consistency in carrying 
through the use of the elected method, is invalid. In 
The Hecht Co., 7 T. C. 643; affd., 1638 Fed. (2d) 
194, the point was the same and the conclusion the 
same, as in Mackin Corporation, supra. 

Again, in Kimbrell’s Home Furnishings, Inc., v. 
Commissioner, 159 Fed. (2d) 608, reversing 7 T. 
C. 339, we see that the election is for all purposes 
of excess profits tax; for there the company, for- 
merly computing under the insta!lment basis, 
elected under section 736(a) to use the accrual 
basis; and it was held that in figuring invested 
capital, that is, figuring the amount of acerued 
earnings and profits under section 718(a)(4), the 
company was permitted to compute such meome 
on profits (from collections) upon the accrual basis. 
[The court said: “Since the excess profits tax must 
be computed by determining the excess profits net 
income and deducting therefrom the excess profits 
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tax credit, it would seem logical that the method 
used in determining one should be consistent with 
the method used in determining the other.’’] There 
the respondent had contended much as the petition- 
er does here, that the earnings should be figured, 
like the ordinary income, upon the installment 
basis. [199] 

Commissioner v. South Texas Lumber Co., su- 
pra, requires our conclusion above; for there a tax- 
payer, though using an accrual method, elected un- 
der section 44(b), Internal Revenue Code, to re- 
port profits from installment sales on the install- 
ment method, and was required by Regulations 111, 
Sec. 29.115-3, to use the elected methed in comput- 
ing earnings and profits. The Court upheld the 
Regulation and held that the taxpayer was re- 
quired to use the elected installment method in com- 
puting earnings and profits in the computation of 
equity invested capital under section 718(a)(4). 
Not only did the Court again emphasize the neces- 
sity of sustaining Regulations unless ‘‘unreasonable 
and plainly inconsistent with the revenue statutes 
and * * * except for weighty reasons,’’ citing Faw- 
eus Machine Co. v. United States, supra, but 
stress that it is ‘‘uniformly held’’ that the elected 
basis must be followed. The Court also points out 
that the fact that it is specifically provided by the 
statute that the installment basis was to be used 
‘‘Under regulations prescribed by the Commission- 
er * * *’’ oives added reason why the Regulation 
should not be overruled ‘‘unless clearly contrary to 
the wil! of Congress.”’ 
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In fact, we have gone further than merely de- 
manding consistency in the use of the elected meth- 
od in purely excess profits tax cases; for in West 
End Furniture Co., 6 T. C. 557, where a taxpayer 
elected under section 736(a) to compute imcome 
on the accrual instead of its usual installment basis, 
we had [200] the question whether m computing 
income tax, credit for the amount of adjusted ex- 
cess profits net income under section 26(e) should 
be computed upon the elected accrual basis or the 
original installment basis; and we said that the 
elected accrual basis must be applied in computing 
that credit. So it is seen that the method elected 
for excess profits tax purposes must be appled for 
every excess profits tax purpose, even though it is 
only in computing the section 26(e) credit in an 
ordinary income tax case. Nevertheless the peti- 
tioner wishes the use of the elected method cur- 
tailed within the excess profits tax subchapter; in 
effect, asks that “‘for the purposes of this sub- 
chapter’’ in section 736(b) be held not to cover a 
part of that subchapter, subsection (B) of section 
710(a)(1). The illogic is self-apparent. 

As above seen, the effort to strike down the regu- 
lation requiring consistent use of the elected meth- 
od of accounting, and to show error by the respond- 
ent, depends upon the expression ‘‘corporation sur- 
tax net income, computed under section 15°’ in 
section 710(a)(1)(B), which petitioner contends 
contains such a specific concept that though it had 
for all excess profits tax purposes elected to use 
the percentage of completion method of accounting, 
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the completed contract method must here be used 
because section 15 is in Chapter 1, covering income, 
in computing which the completed contract method 
had been used. But we notice immediately that 
section 15 says that ‘‘For the purposes of this 
chapter, the term ‘corporation surtax net income’ 
means * * *.’’ Pointedly, then, the concept or mean- 
ing is delimited to Chapter 1, or income tax pur- 
poses. It is at least a fair inference from, if not 
plainly though indirectly expressed in, ‘‘For the 
purposes of this chapter, the term ‘corporation 
surtax net income’ means’’, etc., that for purposes 
of another chapter (such as Subchapter E of Chap- 
ter 2) the expression [201] may mean something 
else. Surely in another chapter and regarding a 
different tax, a different basis of accounting could 
be utilized in computing the corporation surtax net 
income. This alone would seem to preclude the con- 
clusion sought by the petitioner, at least so far 
as saying that the regulation 1s invalid. With the 
meaning of corporation surtax net income as set 
out in section 15 (the petitioner’s center of argu- 
ment) confined to Chapter 1 purposes, the regula- 
tion is discerned to be at least an altogether pos- 
sible interpretation of the excess profits subchapter 
provision in section 736(b). 

But is it not plain [and to sustain the regulation 
it would need be only reasonable arguable inter- 
pretation] that the above-quoted language from sec- 
tion 15 does not provide that the same method or 
basis of accounting be used in computing corpora- 
tion surtax net income for the present excess profits 
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tax purpose, as was used for income tax purposes? 
Beyond argument, that statement is not made in 
words [and the interpretation in the regulations 
infers otherwise]. Had petitioner’s view been that 
of the Congress, that body could easily have said, 
in section 710(a)(1)(B), that the 80 per cent limi- 
tation used in imposing excess profits tax, was te be 
based ‘‘on corporation surtax net income computed 
under the same method of accounting used in com- 
puting income tax.’’ But instead it simply said 
‘corporation surtax net income computed under 
section 15.’’ But section 15, analyzed, merely pro- 
vides that corporation surtax net income means 
(as we have seen, for the purposes of Chapter 1) 
net income minus designated credits: and net in- 
come stems from income; and section 736(b) per- 
mits a taxpayer to elect (irrevocably) to compute 
its income on the percentage of completion method. 
Thus it becomes clear that it is income, with which 
section 15 starts computing corporation surtax net 
income (and that ‘“‘such income’’ under section 736 
(b) is computed upon a percentage of completion 
basis). Is the regulation, then, unreasonable [202] 
and outside the statute in saying that the computa- 
tion must be on percentage of completion? Does 
not the text of the statute, on the contrary, definite- 
lv provide for the use of the percentage of com- 
pletion method when it requires that method to be 
used in computing the income which must be as- 
certained in order to even start the computation 
of corporation surtax net income? For it is to be 
noted that section 15 provides a mere computation 
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—of corporation surtax net income—from net in- 
come by subtracting certain credits. And it is equal- 
ly clear that section 710(a)(1)(B) set the 80 per 
cent “‘limitation’’, upon corporation surtax net in- 
come, as computed under section 15. But it could 
have been computed even under section 15 under 
any one of several bases of accounting—cash, ac- 
crual, installment, completed contract, percentage 
of completion, etc. This demonstrates that the mere 
phrase ‘‘under section 15’’ does not designate the 
method of accounting to be used, most particularly 
when the corporation surtax net income being com- 
puted starts with income, which has for the excess 
profits tax purpose here involved, been voluntarily 
placed on a percentage of completion basis, and 
where we are in fact computing the imposition of 
the excess profits tax. We compute under section 
15, but the bookkeeping method is set for us by 
the election which placed under the percentage of 
completion method the income with which we 
started to compute under section 15. In West End 
Furniture Co., supra, we said, considering the case 
of a taxpayer which had exercised the election pro- 
vided in section 736(a), that ‘‘It is thus impossible 
to escape the conclusion that the term ‘normal]-tax 
net income’ as used in section 711(a) does not, in 
and of itself, and in every case, mean the normal 
tax net income used for income tax purposes.”’ 
Since ‘‘normal tax net income’’ referred to in sec- 
tion 711(a) is only a step in arriving at corporation 
surtax net income, from income as a start, the ease 
[203] is authority that ‘‘income’’ for income tax 
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Chapter 1 purposes is not the same, and may be 
computed on an accounting principle, different 
from that used in computing the excess profits tax, 
so that, in so computing, income and therefore 
corporation surtax net income, may, under the elec- 
tion, be computed on the percentage of completion 
basis, though for Chapter 1 purposes income and 
corporation surtax net income had been computed 
on the completed contracted method; and ‘‘corpora- 
tion surtax net income’’ is seen to be no such speci- 
fic concept as to demand in Subchapter E of Chap- 
ter 2 the use of the same accounting basis used in 
Chapter 1—to say nothing of the above-noted limi- 
tation of the phrase in section 15, to Chapter 1 by 
the text of section 15. 

Moreover, the petitioner’s view rejects the use 
of elected basis income, because of a theory that 
section 15 (though it does not so state) requires 
use of ordinary Chapter 1 net income and rejec- 
tion of use of elected basis income; when, im fact, 
eareful examination of section 15 reveals that it 
actually requires use of the elected basis of income, 
that is, in the words of section 710(a)(1)(B), in 
truth requires that ‘‘corporation surtax net meome, 
computed under section 15’? be computed by use 
of the elected basis. For section 15 computes cor- 
poration surtax net income as net income, ninus 
certain credits, the principal one being for divi- 
dends received; but it immediately limits that cred- 
it to 85 per cent of net income ‘‘reduced by the 
eredit for income subject to the tax imposed by 
Subchapter E of Chapter 2.’’ So it is seen that 
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“‘surtax net income, computed under section 15’ 
can not be computed without taking into considera- 
tion, and reducing dividends paid credit by, ad- 
justed excess profits net income under Subchapter 
E. The petitioner agrees that adjusted excess prof- 
its net income is computed under the elected basis 
of accounting. Nevertheless, it eliminates that basis 
from [204] section 15, though such basis is therein 
specifically utilized. It would appear remarkable 
and inconsistent to compute, in section 15, in part 
on one method and in part on another. We think 
that one method, the one elected, and actually used 
in computing the credit deducted in the computa- 
tion in section 15, should be used throughout that 
section. 

After much examination of this novel question, 
we come to the conclusion and hold that Regula- 
tions 112, section 35.736(b)-3 as amended by T. D. 
5388 1s not invalid; and that the use of the elected 
percentage of completion method of accounting is 
not confined to subsection (A) of section 710(a) 
(1) but must be applied, in subsection (B), mm im- 
posing the excess profits tax in computing for ex- 
cess profits tax purposes corporation surtax net in- 
come computed under section 15, and that the 
Commissioner did not err in so computing. 

Reviewed by the Court. 

Decision will be entered under Rule 50. [205] 

Van Fossan, J., dissenting: It will at once be 
conceded that the instant case poses a difficult ques- 
tion and involves an intricate relationship of per- 
tinent statutes. I cannot avoid the feeling however, 
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that the prevailing opinion has made a hard prob- 
lem harder and has added to the difficulty presented 
by the application of the statutes in question. For- 
tunately, there is no dispute as to the facts. All 
were stipulated. The posture of the parties with 
respect to the controversy is accurately stated in 
the majority opinion. 

The respondent relies on his regulation, which 
provides (I believe contrary to the statute) ‘‘for 
such purpose, the corporation surtax net income 
shall be determined by computing the income from 
long term contracts upon the percentage of com- 
pletion method of accounting.”’ 

The petitioner inveighs against the mandate of 
the regulation and contends that there is no basis 
in law for requiring a recomputation of the cor- 
poration surtax net income as dictated by the regu- 
lation. 

It is my judgment that petitioner is amply forti- 
fied in his contention that the term ‘‘corporation 
surtax net income”’ denotes a specific concept which 
for any year can be only the precise amount ar- 
rived at under section 15 of Chapter 1, IJ.R.C., 
and that section 710(a)(1)(B) in no way suggests 
a new concept of corporation surtax net income. 
On the contrary, Congress, by the use of the term 
‘‘the corporation surtax net income”? amplified by 
the phrase ‘‘computed under section 15’’ and the 
reference to ‘‘Chapter 1’’ indicated clearly that the 
80 per cent limitation was to be [206] based on the 
actual corporation surtax net income on which the 
corporation’s surtax liability is imposed. In my 
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judgment, section 710(a)(1)(B) was calculated to 
provide an alternative measure of the excess profits 
tax independent of the measure of such tax under 
section 710(a) (1) (A). 

The majority correctly state that section 15fa), 
ER.C., defines ‘‘corporation surtax net income’’ as 
‘the net income’’ minus certain prescribed credits, 
including the section 26(e) credit; that section 21 
defines ‘‘net income’’ as ‘‘the gross income com- 
puted wnder section 22 less the deductions allowed 
by section 23’’, and that section 41 provides that 
generally ‘‘net income shall be computed * * * in 
accordance with the method of accounting regularly 
employed in keeping the books of such taxpayer.’’ 
These considerations are basic in the law. Thus 
‘corporation surtax net income”’ as defined in the 
statutes is gross income computed under section 
22 less the deductions allowed by section 23, minus 
certain credits enumerated in section 15(a) and all 
computed im accordance with the method of ac- 
counting regularly employed by the taxpayer in 
keeping its books. It seems to me perfectly clear 
that Chapter 1 establishes a specific concept of 
corporation surtax net income and that this coneept 
obtained in the present situation. 

At this point the majority falls into inconsistency 
when it says that the general rules does not govern 
the present. situation. They lean heavily on the 
reewlation as authority, as though the regulation is 
sacrosanct. As a matter of fact, the whole question 
before us (and within our jurisdiction to decide) 
is the validity of the regulation. T do not agree 


Ne 
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that ‘‘the reason Congress so provided and twice 
left the matter to regulation [207] obviously lay in 
the complexity of the excess profits statute, its 
interlocking with the income tax law and the ir- 
revocability of the election.’’ Although the statute 
nowhere suggests, and to my mind clearly dictates 
the contrary, the majority concludes that ‘‘the only 
reasonable interpretation of the statute * * * re- 
quires the use of the basis elected for every pur- 
pose of Subchapter E of Chapter 2 * * *.”’ They 
thus write out the statute the provision ‘‘corpora- 
tion surtax net income, computed under section 15”’ 
saying that this ‘‘language does not clearly or even 
inferentially, prohibit computing corporation sur- 
tax net income by beginning with income upon a 
percentage of completion basis as required by the 
regulation * * *,.’’ I eannot agree with snch a 
negative approach to the question. The last quoted 
statement of the majority assumes the conclusion 
it seeks and clearly violates the statute. 

The statement by the majority that ‘‘the peti- 
tioner’s true earnings are reflected by the percent- 
age of completion basis of accounting’’ is plainly 
erroneous. Its true earnings are those reflected in 
its income tax return and for that purnose its 
method of accounting with respect to long term 
contracts was the completed contract method. It 
was not the desire of taxpayer and it made no elec- 
tion to change that method of accounting in so far 
as computing its ‘‘true earnings’’ was concerned. 
Its election was made only with reference to the 
excess profits net income. The true earnings of any 
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taxpayer are reflected by computation thereof un- 
der the method of accounting regularly employed 
Lage Te, 

The stipulated amount contended to be applic- 
able by petitioner reflects the income from long 
term contracts computed on the completed contract 
[208] method of accounting, the method regularly 
employed by petitioner in keeping its books. Peti- 
tioner was required to use such method in arriving 
at its corporation surtax net income under section 
15(a) for the imposition of the surtax under sec- 
tion 15(b). In fact, from the statement attached 
to the notice of deficiency, it appears that the Com- 
missioner used the net income computed on the 
completed contract method of accounting in deter- 
mining petitioner’s 1942 surtax. Section 710(a)(1) 
(B) does not purport to change the concept of cor- 
poration surtax net income established by Chapter 
1, nor does it require a computation of corporation 
surtax net income different from that required by 
Chapter 1. In so far as applicable here, it permits 
only one adjustment to ‘‘the corporation surtax 
net income, computed under section 15’’, i. e., the 
elimination therefrom of the eredit under section 
26(e). 

The respondent concedes that neither section 710 
(a)(1)(B) nor any other provision of the statutes 
specifically states that the election under section 
736(b) is applicable to the determination of cor- 
poration surtax net income. Had it been so intended 
it could easily have been so stated. 

The ‘‘tax imposed for the taxable year under 


Commissioner of Internal Revenue 175 


Chapter 1”’ is likewise a factor under section 710 
(a)(1)(B) in determining the amount of the excess 
profits tax. The income tax and surtax imposed 
under Chapter 1 are also based upon income. Sec- 
tion 29.21-1, Regulation 111, states ‘‘The tay im- 
posed by Chapter 1 is upon income.” If section 
736(b) requires all factors necessary to determine 
the amount of the excess profits tax which are 
based upon income to be computed on the per- 
centage of completion method of accounting, that 
requirement would logically extend to the computa- 
tion, [209] on the same method of accounting, of 
the income upon which the income tax and surtax 
under Chapter 1 are based. Moreover, section 35.- 
736(b)-3, Regulations 112, provides that in comput- 
ing the excess profits tax under section 710(a) (1) 
(B) ‘‘the normal tax and surtax shall be the actual 
normal tax and surtax determined under Chapter 
1”, which means that the income upon which such 
taxes are based must be computed upon the com- 
pleted contract method. of accounting and not upon 
the percentage of completion method of accounting. 

In my opinion, the election under section 736(b) 
is applicable to the determination of excess profits 
net income for the purposes of section 710(a)(1) 
(A) only and not to the determination of ‘‘cor- 
poration surtax net income.”’ It is so stated in sec- 
tion 35.736(b)-2(¢). 

It is significant that Chapter 1 provides for the 
computation and determination of corporation sur- 
tax net income, whereas Subchapter E of Chapter 
2, which includes section 736(b), provides fcr the 
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computation and determination of adjusted excess | 


profits net income. Section 710(a) (1), although in- 
cluded m Subchapter E of Chapter 2, does not 
pertain to the computation of income of any kind 
but merely provides two measures for the excess 
profits tax, the one being the adjusted excess profits 
net income and the other the corporation surtax net 
income without regard to the credit relating to the 
income subject to the excess profits tax less the 
tax imposed by Chapter 1. 


Without laboring the question further, it is my 
conclusion that section 35.736 of Regulations 112 


as amended by T. D. 5388, 1s invalid in so far as 
it requires that for the purpose of section 710(a) 
(1)(B) ‘“‘the [210] corporation surtax net income 
shall be determined by computing the Income from 
long term contracts upon the percentage of com- 
pletion method of accounting.’”’ I therefore dissent. 

Arundell, Black, and Johnson, JJ., agree with 
this dissent. [211] 

Kern, J., dissenting: Since IT am convinced that 
the result reached by the majority and the re- 
spondent’s regulation upon the question presented 


by this case are in conflict with the pertinent statu- — 


tory provisions, I must respectfully note my dis- 
sent. 

Section 710(a) of Chapter 2 of the Internal 
Revenue Code imposes a tax upon the adjusted 
excess profits net income of every corporation. This 
tax may be computed either under 710(a)(1)¢A) 
or 710(a)(1)(B), dependent upon which produces 
the lesser tax. If the tax is computed under sec- 
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tion 710(a)(1)(A) it will be ‘‘90 percentum of 
the adjusted excess profits net income’’, and in 
making the computations prerequisite to an ascer- 
tainment of what is the corporation’s excess profits 
net income it will be necessary to wind through 
the maze of novel and complicated concepts intro- 
duced into the Internal Revenue Code in 1949 by 
Subchapter E of Chapter 2. However, if the tax 
is computed under section 710(a)(1)(B) the tax- 
payer will be dealing with familiar and compara- 
tively simple concepts which it has already met 
in computing its corporation surtax under chapter 
a. 

In computing ‘Excess Profits Net Income’”’ as 
that phrase is used in Chapter 2, Subchapter EF of 
the Internal Revenue Code, or the excess profits 
tax representing a percentage of excess profits net 
income (Sec. 710(a)(1)(A) ), or a credit to be sub- 
tracted from net income taxable under Chapter 1, 
which, by section 26(e) is to be ‘fan amount equal 
to * * * adjusted excess profits net income’’, sec- 
tions 736(a) and (b) are to be applied to all! steps 
requiring the ascertainment [212] and use of ‘‘net 
income”’ as a factor in the determination of ‘‘excess 
profits net income’’ under Chapter 2, since other- 
wise neither a correct nor a realistic figure for 
‘fexcess profits net income’’ can be obtained. ‘This 
would be true of any computations starting with 
section 710(a)(1)(A). See West End Furniture 
Co., 6 T. C. 557. 

However, section 710(a)(1)(B) does not require 
a computation of a tax representing a percentage 
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of excess profits net income. It provides a sub- 
stitute for a tax thus computed and is written in 
the familiar terms of Chapter 1. Regardless of the 
amount of excess profits net income or the tax 
representing a percentage thereof, if a lesser 
amount would result from subtracting the amount 
of the tax imposed by Chapter 1 from an amount 
equal to 80 percentum of the corporation surtax 
net income computed under section 15 of Chanter 
1, then that lesser amount shal] be the excess profits 
tax. The only way in which section 710(a)(1)(A) 
affects the computation of the amount of tax under 
section 710(a)(1)(B) is to assure the taxpayer that 
it is paying a lesser amount of tax under section 
710(a)(1)(B) than it would have paid had its tax 
been computed under section 710(a)(1)(A). Only 
to the extent of thus protecting a taxpayer in any 
caleulation of ‘‘excess profits net income’’ neces- 
sary in computing excess profits tax under section 
710(a) (1) (B). 

Regardless of whether the ‘‘excess profits net in- 
come’’ of petitioner be computed on the completed 
contract method or the percentage of completion 
method, if the 90 per centum thereof is greater than 
the “‘amount which when added to the tax imposed 
* * * under chapter 1 * * * equals 80 per centum 
of the corporation surtax net income computed un- 
der section 15 [213] * * *’’, then the latter and 
lesser amount shall be petitioner’s excess profits 
tax. 

Only in section 710(a)(1)(B) does the term ‘‘cor- 
poration surtax net income’’ appear in Chanter 2, 
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Subchapter E. In none of the computations neces- 
sary under this subchapter to arrive at the ‘‘excess 
profits net income’’ upon which the excess profits 
tax is caleulated under section 710(a)(1)(A) is this 
term used. In none of the computations is it per- 
tinent. It is used in the section which provides a 
substitute for and a limitation on the tax computed 
by the complicated method starting with section 
710(a)(1)(A) and requiring the ascertainment and 
use of ‘‘excess profits net income.”’ 

In my opinion section 710(a)(1)(B) in using’ the 
words and figures ‘‘* * * 80 per centum of the 
corporation surtax net income, computed under sec- 
tion 15 * * *’? means exactly what it says and 
should not be construed to read ‘‘* * * 80 per cen- 
tum of the corporation surtax net income, computed 
under section 15 and/or section 736(b) of subchap- 
ter E of Chapter 2 * * *.”’ 


Arundell and Black, JJ., agree with this dissent. 
[214] 


[Title of Tax Court and Cause. ] 
COMPUTATION FOR ENTRY OF DECTSION 


Comes now the Commissioner of Internal Reve- 
nue, respondent above named, by his attorney, 
Charles Oliphant, Chief Counsel, Bureau of Inter- 
nal Revenue, and submits the attached computa- 
tion of the deficiency under the opinion of The 
Tax Court of the United States promulgated April 
14, 1948, 10 T. C. No. 79, in the above-entitled 
appeal. 
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The respondent’s computation is submitted in ac- 
cordance with Rule 50 of the Court’s Rules of 
Practice and is without prejudice to his riglLt to 
contest the correctness of the decision pursuant to 
the statute in such cases made and provided. 


/s/ CHARLES OLIPHANT, 
Chief Counsel, 
Bureau of Internal Revenue. 


Of Counsel: 


PobeveEBLeETT, 
Division Counsel ; 


LEONARD RAUM, 
T. M. MATHER, 
Special Attorneys, 
Bureau of Internal Revenue. [215] 


AUDIT STATEMENT 


In re: Basalt Rock Co., Ltd., 8th and River Streets, 
Napa, California 


Docket No. 10620 


Tax Liability for the Taxable Year Ended 
December 31, 1942 


Liability Assessed Deficiency 
Income Tax 
$ 104,379.17 $ 71,829.54 $ 32,549.63 
Excess Profits Tax 
# 1,592,039.31 $ 1,236,697.10 $355,342 2m 


Recomputation of tax lability prepared in ae- 
cordance with the opinion of The Tax Court of the 
United States promulgated April 14, 1948. [216] 
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Year 1942 
Schedule 1 


Income Tax Net Income 


Net income as disclosed by deficiency notice dated 

ASAE 25), Gs ee eae eee $922 502.21 
As adjusted, based on the Opinion of The Tax Court 

of the United States promulgated April 14, 1948, 

and Stipulations of Facts between the parties.......... 821,086.11 


Pxdqistment (IWGcrease) ........-..........ccccccesceeeeeesescceesascenee $101,416.10 
Schedule 2 


Explanation of Adjustment 
Net income is decreased $101,416.10, in accordance 
with the Stipulations of Facts between the parties 
holding that petitioner’s normal tax net income, be- 
fore allowance of Section 26(e) credit, was $821.- 
086.11, in heu of $922,502.21 as shown in the de- 
ficiency notice. 


Schedule 3 


Computation of Tax 
Declared Value Exeess-Profits Tax 


Net income for declared value excess-profits tax 
Commomtavroms ochedtle T ___.............-c-eecccecececencene $ 821,086.11 
Less: 10% of $17,000,000.00, value of capital stock 
as declared in your capital stock tax return for 


the year ended June 30, 1942.00.00... 1,700,000.00 
Balance subject to declared value excess-profits tax None 
Declared value excess-profits tax liability................ None 


Declared value excess-profits tax assessed : Original, 
Account No. 410343, June 1943 list, 1st California 
| DIST ME LOI ccosesdh se <2 Se See ee ee None 


Deficiency or overassessment in declared value ex- 
( ) EEDETS), F< ne None 
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Income Tax 
Net income for declared value excess-profits tax com- 


"DUUEEWANCOT ONS PSIG) 1 0200.10) i) Ue eee ee $821,086.11 
Less: Declared value excess-profits taX.........2.....-----+- None 
Net income for capital stock tax purposes................---..- $821,086.11 
Less: Income subject to excess profits tax as per 

Seip ulation gaC(S ee os ocie cee 546,031.77 
BMOVIaIetaX Wet IMGCOME ........-...-scsccseocas-cc-cssecoececeveresesues $275,054.34 

Normal Tax Computation: 
Normal-tax met inCOMe ..............0.....-20 $275,054.34 
Waxray 24 9o OM $210,004 BA. oo ccce csckccceeeeceeentveceseesenecees $ 66,013.04 
Surtax Computation: 
Surtax net income ........-......222-.2-----+++-+---$275,054.34 
Pieserapel O70 Or $210,004.34... ..cccccccccesecenencnsecucseveeerseeeee 44,008.69 
MG iaemormal tax aNe SUTtAX............-...2--2+.-.-cccescceonreeeceese $110,021.73 
PaperMabtIVe Tax, OCNedUle 4 .........-:.--::cccceeneesvereseeuneenee ee 104,379.17 
Nircormie fax Ups mative coc. 1 sn. ccencccececcceeeaccsecseetggeeee $104,379.17 
Income tax assessed: Original, Account No. 4103438, 

June 1943 list, Ist California District........0000000000... 71,829.54 

WenClONCY IMIMCOME CAX:.........----.2-<.-s0-sc00cceseceibaciceerseesurs $ 32,549.63 
Schedule 4 


Computation of Alternative Tax 


Net income for declared value excess-profits tax com- 


(DUN UNO SC WS O00 1 0 oe er ec $821,086.11 
Less: Net long-term eapital gain.............. $ 37,617.15 

Declared value excess-profits-tax........ None 37,617.15 
ANCL PSUS EL OTE TCO CNS ee EE ao. $783,468.96 
Less: Income subject to excess profits tax as per 

Senet OMmOl a Cte ee onc. ovedesecaceeceenteceeee esse 546,031.77 
INOnmialetax mepeiMCOMe <..c.2....:.-.-.....--2e ascot $237 437.19 

Normal Tax Computation: 

Normal-tax net income ......................-..-.. $237,437.19 
Wesel Es ROP eacan atts) (i. 081) 0 ae eee EEE $ 56,984.93 
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Surtax Computation : 


SNR ee WiC OU $237,437.19 

Tope te Oe Ore) G27) if (al he 37,989.95 
CSTCIEM) TEES cea oer $ 94,974.88 
Add: 25% of net long-term capital gain..........0.00000....... 9,404.29 
MUCEMEUIVG TBS 2 re $104,379.17 


Schedule 5 
Exeess Profits Net Income 


Net income as disclosed by deficiency notice dated 
STEUNSITE HO ere $ 2,285,144.69 
As adjusted, based on the Opinion of The Tax Court 
of the United States promulgated April 14, 1948, 
and Stipulation of Facts between the parties........ 2,001,096.06 


PMaMUShIeMbe (IWOETERSE) ..............0....2-0cessccssnateceoecccescs $ 284,048.63 


Schedule 6 
Explanation of Adjustment 


Net income is decreased $284,048.63, in accord- 
ance with the Stipulations of Facts between the 
parties holding that petitioner’s excess profits net 
income was $2,001,096.06, in lieu of $2,285,144.69 as 
shown in the deficiency notice. 
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Schedule 7 


Computation of Excess Profits Tax 


Excess profits net income, Schedule 5........................ $ 2,001.096.06 
Less: Specific exemption .................... $ 5,000.00 

Excess profits credit as shown in 

MeMeTEMEY TMOUECES i.e. ecec cece eccceeee ease 150,627.30 155,627.30 
Adjusted excess profits net income..............:c00--.---- $ 1,845,468.76 
Go (UNUST ENCE A $ 1,660,921.88 


*Surtax net income (computed with- 
out regard to credit provided by 
Section 26(e)), as per Stipulation 
cit JMNCNS 2. ee $ 2,120,523.10 


LU) TESTES = ae $ 1,696,418.48 
Less: Income tax under Chapter I 

(other than Section 102) for the 

TARTS Seo) 2a 104,379.17 


Bi 2 eA NG eee eee eval cccscdevecscntsesentnnens $ 1,592,089.31 
Exeess profits tax: Above balance, or 90% of ad- 

justed exeess profits net income, whichever is the 

1GSSSe BUNCE eee $ 1,592,039.31 
cons pronts tax Mability...........2...-...0...-.cctceceeees $ 1592033 
Exeess profits tax assessed: Orig- 

inal, Account No. 400309, June 

1943 list, lst California District..$ 1,268,998.53 

Less: Overassessment scheduled... 32,301.43 1,236,697.10 


Wetciency im exeess profits tax..............cceccese eos $ 355,342.21 


*The Opinion of The Tax Court of the United States holds 
that for the purposes of the 80 percent limitation on excess profits 
tax under Section 710(a)(1)(B) of the Internal Revenue Code, 
the petitioner’s surtax net income should be computed on the 
percentage completion basis, rather than on the completed con- 
tract basis as held by the petitioner. 
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Schedule 8 


Post-War Refund of Excess Profits Tax Credit 
for Debt Retirement 


Return Corrected 
PPECESS PEOMIGI TAX ....0..0c.-n.0---0csnccaose- $ 1,268,998.53 $ 1,592,039.31 
Credit allowable under Sections 780 
span! “QSL $ 126,899.85 ¢ 159,203.93 
Net reduction in indebtedness under 
Section 788 ............0...... None 
Credit for debt retirement allowable None None 


Net post-war refund credit.............. $ 126,899.85 $ 159,203.93 
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A Certificate of Assessments and Payments, Form 
899, submitted by the Collector of Internal Revenue, 
San Francisco, California, on May 17, 1948, dis- 
closes that the following amounts were paid and are 
held in the Collector’s Suspense Account, pending 
assessment : 


Amount 
List Date Paid ax Interest 
48-Jan-501127 August 6, 1946 $251,790.53 $50,854.79 
48-Jan-501121 August 6, 1946 113,678.51 0.00 


Total $365,469.04 $50,854.79 


Deficiency notice dated January 25, 1946. 
[Endorsed]: T.C.U.S. Filed June 9, 1948. [223] 
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The Tax Court of the United States 
Washington 


Docket No. 10620 


BASALT ROCK CO., INC., 
Petitioner, 
VS. 


COMMISSIONER OF INTERNAL REVENUE, 
Respondent. 


DECISION 


Pursuant to the determination of the Court, as 
set forth in its opinion promulgated herein on 
April 14, 1948, providing that decision be entered 
under Rule 50, the respondent, on June 9, 1948, 
filed his computation; whereupon the case was, pur- 
suant to notice given to the petitioner, filed for 
hearing upon such computation on July 7. 1948. 
Petitioner appeared not and has filed no computa- 
tion. It is 


Ordered and Decided: That there are deficiencies 
for the taxable year ending December 31, 1942, as 
follows: 


In income tax in the amount of $32,549.62: and 
in excess profits tax in the amount of $355,342.21. 


Entered July 12, 1948. 


/s/ R. L. DISNEY, 
Judge. [224] 
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[Title of Tax Court and Cause. ] 


MOTION TO VACATE DECISION 


Comes now Basalt Rock Co., Inc., the petitioner 
above named, by its atttorneys Sigvald Nielson and 
Harry R. Horrow, and moves that the decision 
entered in the above-entitled proceeding on July 
12, 1948, be vacated and that a new decision be 
entered herein so as to set forth only a deficiency 
in excess profits tax for the taxable year ended 
December 31, 1942. 


In support of this motion, petitioner shows as 
follows: 


1. The deficiency notice, in respect of which the 
petition in this proceeding is filed, determined a 
deficiency in excess profits tax and an overassess- 
ment in income tax for the taxable year ended 
December 31, 1942. 


2. Paragraph III of the petition filed herein, 
which is admitted by respondent’s answer, alleges 
that the tax in controversy is excess profits tax 
for the taxable year ended December 31, [225] 
1942. 


3. Since no deficiency in income tax for the year 
1942 was determined by respondent or is in con- 
troversy herein, the Tax Court has no jurisdiction 
in this proceeding to determine the income tax 
ability of petitioner for the year 1942 (Pioneer 
Parachute Company, Inc., 4 T. C. 27; Liberty Mir- 
ror Works, 3 T. C. 1018). The decision entered 
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herein on July 12, 1948, that there is a deficiency 
in income tax for the taxable year ended Decem- 
ber 31, 1942, is erroneous and should be vacated 
and a new decision should be entered setting forth 
only the deficiency in excess profits tax for said 
taxable year. 


4. No objection was made by petitioner to the 
computation for entry of decision under Rule 50, 
filed by respondent, by reason of the understanding 
with counsel for respondent that the Tax Court had 
jurisdiction only over the excess profits tax of 
petitioner for the year 1942, and that accordingly 
the entry of decision pursuant to respondent’s com- 
putation would cover only a deficiency in exeess 
profits tax for said year. 


Wherefore, it is prayed that this motion be 
granted. 


Dated San Francisco, California, Aug. 6, 1948. 


/s/ SIGVALD NIELSON, 
/s/ HARRY R. HORROW. 


[Endorsed]: T.C.U.S. Filed Aug. 9, 1948. [226] 
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[Title of Tax Court and Cause. ] 


ORDER 


Pursuant to the determination of the Court, the 
respondent, on June 9, 1948, filed its computation, 
of deficiency of $32,549.63 in income tax and of 
$355,342.21 in excess profits tax, and the petitioner 
having filed no computation and the matter com- 
ing on for hearing on July 12, 1948, and the peti- 
tioner appearing not, decision was entered in ac- 
cordance with the computation of respondent. ‘The 
petitioner has now filed its motion to vacate de- 
cision on the ground that this Court has no juris- 
diction as to income tax, there having been no 
determination of deficiency therein, but a deter- 
mination of over-assessment, as shown by the defic- 
iency notice. This Court having no jurisdiction over 
such over-assessment of income tax, it is. there- 
fore, 


Ordered: That the decision entered herein on 
July 12, 1948, be, and the same is hereby, vacated 
and set aside. 


(Seal) /s/ R. L. DISNEY, 
Judge. 


Dated Washington, D. C., August 27, 1948 [227] 
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The Tax Court of the United States 
Washington 


Docket No. 10620 


BASALT ROCK CO., INC., 


Petitioner, 
vs. 
COMMISSIONER OF INTERNAL REVENUE, 
Respondent. 
DECISION 


Pursuant to the determination of the Court, as 
set forth in its opinion promulgated herein on Apr. 
14, 1948, providing that decision be entered under 
Rule 50, the respondent, on June 9, 1948, filed his 
computation; whereupon the case was, pursuant to 
notice given to the petitioner, filed for hearing upon 
such computation on July 7, 1948. Petitioner ap- 
peared not and has filed no computation. It is 


Ordered and Decided: That there is a deficiency 
for the taxable year ending December 31, 1942, 
in excess profits tax, in the amount of $355,342.21. 


Entered August 30, 1948. 


(Seal) /s/ R. lL. DISNEY, 
Judge. [228 | 
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In the United States Court of Appeals 
For the Ninth Circuit 


T. C. Docket No. 10,620 


BASALT ROCK CoO., INC., 
Petitioner on Review, 
vs. 


GEORGE SCHOENEMAN, Commissioner of 
Internal Revenue, 
Respondent on Review. 


PETITION FOR REVIEW 


To the Honorable Judges of the United States 
Court of Appeals for the Ninth Circuit: 


Now comes Basalt Rock Co., Ine. by and 
through its attorneys Sigvald Nielson, Esq., and 
Harry R. Horrow, Esq., and respectfully shows: 


I. 
Jurisdiction 


The petitioner on review, Basalt Rock Co., Ine., 
hereinafter referred to as the ‘‘taxpaver’’, is a 
corporation duly organized and existing under the 
laws of the State of California, with its principal 
office at Napa, California. The respondent on re- 
view, George J. Schoeneman, hereinafter referred 
to as the [229] ‘‘Commissioner’’, is the duly ap- 
pointed, qualified and acting Commissioner of In- 
ternal Revenue. 

The taxpaver’s federal excess profits tax return 
for the calendar year 1942 was filed with the Col- 
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lector of Internal Revenue for the First District 
of California, whose office is within the jurisdic- 
tion of the United States Court of Appeals for 
the Ninth Circuit, wherein this review is sought. 
Your petitioner seeks a review of the decision of 
the Tax Court of the United States pursuant to 
the provisions of sections 1141 and 1142 cf the 
Internal Revenue Code as amended. 


{I. 
Prior Proceedings 


On January 25, 1946, the Commissioner deter- 
mined a deficiency in excess profits tax for the 
calendar year 1942 in the amount of $583,003.64 
and sent to the taxpayer by registered mail a no- 
tice of said deficiency. Thereafter, on Aprii 22, 
1946, and within the time prescribed by law, the 
taxpayer filed a petition with the T'ax Court of the 
United States seeking a redetermination of said 
deficiency and alleging that there was no deficiency 
in excess profits tax due from the taxpayer for 
the year 1942, but that there was an overpayment 
in excess profits tax due to petitioner for said year 
in the sum of $611,004.40. On June 5, 1946, the 
Commissioner filed his answer to said petition. Sub- 
sequent thereto amendments to said petition were 
filed by the [230] taxpayer and answers to said 
amendments were filed by the Commissioner. On 
December 13, 1946, the taxpayer filed a second 
amendment to the petition alleging that there was 
an overpayment in excess profits tax due to peti- 
tioner for the year 1942 in the sum of $935,575.38. 
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The answer of the Commissioner to said amend- 
ment was filed on December 13, 1946. The case was 
heard in part before a division of the Tax Court 
at San Francisco, California, on December 13, 
1946, and on motion of counsel for both parties 
was continued for further hearing in Washington, 
D. C. Such further hearing was held on February 
12, 1947, and on April 14, 1948, the Tax Court pro- 
mulgated the majority and dissenting opinions. The 
Tax Court entered its decision on July 12, 1948, 
ordering and deciding that there is a deficienev in 
income tax of $32,549.63 and in excess profits tax 
of $355,342.21. On August 9, 1948, the taxpaver 
filed its motion to vacate said decision and to enter 
a new decision relating only to the excess profits 
tax of taxpayer for the calendar year 1942. On 
August 30, 1948, the Tax Court vacated said de- 
cision and entered its decision ordering and deciding 
that there is a deficiency in excess profits tax for the 
calendar year 1942 in the amount of $355,342.21. 


TIT. 
Nature of Controversy 


Taxpayer is a corporation engaged in shipbuild- 
ing and the manufacture of concrete aggregates, 
road and fuel oils, and [231] building materials. 
It was regularly engaged in the performance of 
long-term contracts, that 1s, contracts the perform- 
ance of which required more than twelve months. 
During the year 1942 taxpayer was engaged in the 
performance of work on six long-term contracts, 
of which two were completed during said vear and 
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four were completed subsequent thereto. The meth- 
od of accounting regularly employed by taxpayer 
in keeping its books of account and in filing its 
federal income tax returns was the accrual method 
with respect to sources of income other than long- 
term contracts, and was with respect to long-term 
contracts the completed contract method as defined 
in section 29.42-4(b) of Regulations 111. The tax- 
payer’s federal corporation income and declared 
value excess profits tax returns for the year 1942 
were filed in accordance with said regular methods 
of accounting. 

The taxpayer exercised an election under the 
excess profits tax provisions of section 736(b) of 
the Internal Revenue Code to compute income from 
long-term contracts in its excess profits tax return 
on the percentage of completion method of account- 
ing. Taxpayer’s excess profits tax return for the 
year 1942 computed income from long-term con- 
tracts on the percentage of completion method. 

Under the completed contract method of account- 
ing all of the income and all of the deductions 
attributable to the performance of a long-term con- 
tract are reported for the taxable year in which 
the contract is finally completed and accepted. This 
method is available to [232] taxpayers under the 
provisions of the Regulations referred to, provided 
that method clearly reflects the net income of the 
taxpayer. On the completed contract basis the tax- 
payer sustained total net losses on long-term con- 
tracts completed during the taxable year 1942 in 
the amount of $889,898.02. Tnese losses were in- 
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cluded in its books in accordance with its regular 
method of accounting and were reported in its 
corporation income tax return in arriving at its 
normal tax and surtax liability for the year 1942. 
Under the percentage of completion method of ac- 
counting income and deductions in respect of long- 
term contracts are reported during the years of 
performance of such contracts on the basis of the 
percentage of completion attributable to each year’s 
performance, as shown by certificates of architects 
or engineers. On the percentage of completion basis 
the taxpayer realized net income from long-term 
contracts performed during the year 1942 in the 
ainount of $409,538.97. 

The controversy herein relates to the proper con- 
struction of section 710(a)(1)(B) of the Internal 
Revenue Code, which provides an alternative meth- 
od of computing the excess profits tax. The excess 
profits tax imposed for the vear 1942 is a tax equal 
to the lesser of: 


‘“‘(A) 90 per centum of the adjusted excess 
profits net income, or 

(B) an amount which when added to the 
tax imposed for the taxable vear under Chap- 
ter 1 * * * equals 80 per centum of the cor- 
poration surtax net income, computed under 
section 15 or Supplement G, as the case may 
be, but without regard to the eredit provided in 
section 26(e) * * *”’ (see. 710(a) (1) (B)). [233] 


The parties are in agreement as to the tax com- 
puted under section 710(a)(1)(A), which is equal 
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to 90 per centum of the adjusted excess profits 
net income. The parties disagree as to the method 
of computing the lesser alternative tax under sec- 
tion 710(a)(1)(B). The dispute centers around the 
interpretation of the language ‘‘corporation surtax 
net income,’’ 80 per centum of which (but without 
regard to the eredit provided in section 25(e) ) 
less the normal taxes and surtaxes imposed under 
Chapter 1 equals the tax computed under section 
710(a) (1) (B). 

The parties do not disagree as to the taxes im- 
posed on the taxpayer under Chapter 1, nor as to 
the amount of section 26(e) credit. The parties 
stipulated that the taxpayer’s corporation surtax 
net income under section 15, on which its actual 
surtax liability for the year 1942 was imposed, 
computed without regard to the section 26(e) cred- 
it, was $821,086.11. Said amount was arrived at 
by computing income from long-term contracts on 
the regular method of accounting of the taxpaver, 
the completed contract basis, and reflects the net 
losses sustained on the long-term contracts com- 
pleted in the taxable year 1942 in the amount of 
$889,898.02. The taxpayer’s adjusted excess profits 
net income for the year 1942 was $1,845,468.76. 
Said amount was arrived at by including net in- 
come from long-term contracts on the percentage 
of completion basis of $409,538.97. The Tax Court 
found that for the purposes of section 710(a)(1) 
(B) the corporation surtax net income computed 
under section 15, without regard to the credit [234] 
provided by section 26(e), was $2,120,523.10. This 
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amount equals the corporation surtax het imcome 
of $1,710,984.13, without the section 26(e) credit 
and without income or losses from long-term con- 
tracts, plus $409,538.97 of net income from long- 
term contracts computed on the percentage of com- 
pletion basis. The taxpayer contends that its ex- 
cess profits tax for the year 1942 must be com- 
puted under section 710(a)(1)(B) by subtracting 
its normal tax and surtax liability under Chapter 
1 from 80 per cent of $821,086.11, the corporation 
surtax net income under Chapter 1, on which its 
actual surtax liability was computed (but without 
regard to the section 26(e) credit), which amount 
reflects the total net losses of $889,898.02 from 
long-term contracts computed on the completed con- 
tract basis. 

A majority of the Tax Court determined and 
held that the taxpayer’s corporation surtax net 
income under section 710(a)(1)(B) should be de- 
termined by computing income from long-term con- 
tracts on the percentage of completion basis, the 
method of accounting elected by the taxpayer un- 
der section 736(b). Five judges of the Tax Court 
dissented in two separate dissenting opinions, hold- 
ing that the corporation surtax net income referred 
to in section 710(a)(1)(B) is the corporation sur- 
tax net income computed under the same method 
of accounting, the completed contract method, used 
in determining taxpayer’s actual surtax lability 
for 1942. [235] 

The taxpayer, being aggrieved by the opinion 
and decision of the Tax Court of the United States 
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in this proceeding, hereby petitions for a review 
of said opinion and decision by the United States 
Court of Appeals for the Ninth Circuit. 


IV. 
Assignments of Error 


Taxpayer alleges that the Tax Court erred in the 
following respects: 

1. The Tax Court erred in failing to hold that 
the phrase ‘‘corporation surtax net income, com- 
puted under section 15’”’ in section 710(a)(1)(B) 
of the Internal Revenue Code refers to the specific 
corporation surtax net income computed under sec- 
tion 15 of Chapter 1 on which the surtax provided 
in Chapter 1 is imposed. 

2. The Tax Court erred in failing to hold that 
the so-called 80 per cent limitation prescribed in 
section 710(a)(1)(B) on the amount of excess prof- 
its tax must be determined by using the regular 
method of accounting applicable in determining the 
taxpayer’s surtax net income under Chapter 1. 

3. The Tax Court erred in holding that the per- 
centage of completion method of accounting elected 
by the taxpayer with respect to its long-term con- 
tracts applied in the determination of the taxpay- 
er’s corporation surtax net income computed under 
Chapter 1 for purposes of section 710(a)(1)(B). 

4. The Tax Court erred in holding that the 
taxpayer for the year 1942 had two corporation 
surtax net incomes computed [236] without regard 
to section 26(e), one computed under section 15 
for the purposes of the surtax under Chapter 1. 
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and the other computed under section 710(a)(1) 
(B) for the purposes of the excess profits tax. 

5. The Tax Court erred in holding that said 
election under section 736(b) required the use of 
the elected method of accounting for every pur- 
pose of the excess profits tax. 

6. The Tax Court erred in failing to hold that 
the percentage of completion method of accounting 
elected applied only to the determination of the 
excess profits net income on which the excess prof- 
its tax is computed under section 710(a)(1)(A). 

7. The Tax Court erred in failing to hold that 
section 710(a)(1)(A) and section 710(a)(1)(B) 
provide alternative and mutually exclusive meth- 
ods of computing the taxpayer’s excess profits tax 
hability. 

8. The Tax Court erred in failing to hold that 
section 710(a)(1)(B) prescribes a computation of 
the excess profits tax wholly divorced from and in- 
dependent of all other excess profits tax provisions 
contained in subchapter (e) of Chapter 2. 

9. The Tax Court erred in construing section 
710(a)(1)(B) as providing for a computation of 
income imstead of a computation of tax. 

10. The Tax Court erred in holding that the ap- 
plieation of the elected method of accounting in 
computing the excess profits tax under section 710 
(a)(1)(B) was required by a rule of [237] con- 
sistency. 

11. The Tax Court erred in failing to hold that 
there is no consistency required between section 
710(a)(1)(A) and section 710(a)(1)(B). since 
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these sections are basically inconsistent with each 
other. 

12. The Tax Court erred in failing to hold that 
all of the factors of computation of tax prescribed 
in section 710(a)(1)(B) must be computed on a 
consistent basis, namely, the use of the completed 
contract method of accounting for long-term con- 
tracts. 

13. The Tax Court erred in holding that the 
Commissioner’s regulation prescribing the use of 
the percentage of completion method elected under 
section 736(b) in determining corporation surtax 
net income for the purposes of section 710(a) (1) 
(B) is valid. 

14. The Tax Court erred in failing to hold that 
the taxpayer’s excess profits tax for the year 1942 
must be computed by subtracting its normal tax 
and surtax liability from 80 per centum of the 
amount of $821,086.11. 

15. The Tax Court erred in holding that the 
taxpayer’s excess profits tax for the year 1942 
should be computed by subtracting its normal tax 
and its surtax Hability from 80 per centum of the 
amount of $2,120,523.10. 

16. The Tax Court erred in ordering and de- 
ciding that there is due from the taxpayer for 
the year 1942 a deficiency in excess profits tax in 
the amount of $355,342.21. [238] 

17. The Tax Court erred in failing to determine 
and decide that there is due to taxpayer an over- 
payment of excess profits tax for the year 1942 
in the amount of $935,575.38. 
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Wherefore, taxpayer petitions that said findings 
of fact, opinion and decision of the Tax Court of 
the United States be reviewed by the United States 
Court of Appeals for the Ninth Circuit, that a 
transcript of the entire record be prepared in ac- 
cordance with law and the rules of said court and 
transmitted to the clerk of said court for filing, 
and that said court take appropriate action to 
the end that the opinion and decision of the Tax 
Court of the United States may be reviewed and 
the errors complained of herein corrected by said 
court. 


Dated, San Francisco, California, Sept. 1, 1948. 


/s/ SIGVALD NIELSON, 


/s/ HARRY R. HORROW, 
Attorneys for Petitioner. 


[Endorsed]: T.C.U.S. Filed Sept. 29, 1948. [239] 
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[Title of U. S. Court of Appeals and Cause.] 


NOTICE OF FILING PETITION 
FOR REVIEW 


To George J. Schoeneman, Commissioner of Inter- 
nal Revenue, Washington, D. C.: 


You are hereby notified Basalt Rock Co., Inc., 
did on the 29th day of September. 1948, file with 
the clerk of the Tax Court of the United States 
in Washington, D. C., a petition for review by the 
United States Court of Appeals for the Ninth Cir- 
cuit of a decision of the Tax Court heretofore ren- 
dered in the above entitled cause. A copy of the 
petition for review and the assignment of error as 
filed is hereto attached and served upon you. 


Dated, San Francisco, California, Sept. 1, 1948. 
/s/ SIGVALD NIELSON, 


/s/ HARRY R. HORROW, 
Attorneys for Petitioner 
on Review. [240] 


Personal service of the above and foregoing no- 
tice, together with a copy of the petition for review 
and assignments of error mentioned therein, is 
hereby acknowledged this 29th day of September, 
1948. 


/s/ CHARLES OLIPHANT, 
Attorney for Respondent on Review. 


[Endorsed]: T.C.U.S. Filed Sept. 29, 1948. [241] 
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[Title of Tax Court and Cause. ] 
NOTICEH OF APPEAL 


Notice is hereby given that Basalt Rock Co., Inc., 
the petitioner above named, hereby appeals to the 
United States Court of Appeals for the Ninth Cir- 
cuit from the decision entered in the above-entitled 
proceeding on August 30, 1948. 


Dated September 1, 1948. 


/s/ SIGVALD NIELSON, 
/3s/ HARRY R. HORROW, 
Attorneys for Petitioner. 


Personal service of the above and foregoing no- 
tice of appeal is hereby acknowledged this 29th day 
of September, 1948. 


/s/ CHARLES OLIPHANT, 
Chief Counsel, Bureau of Internal Revenue, Attor- 
ney for Respondent. 


[Endorsed]: T.C.U.S. Filed Sept. 29, 1948. [242] 


[Title of Tax Court and Cause. ] 


DESIGNATION OF CONTENTS OF RECORD 
ON REVIEW 


To the Clerk of the Tax Court of the United 
States: 


You will please prepare and deliver to the Clerk 
of the United States Court of Appeals for the 
Ninth Circuit copies duly certified as correct of the 
entire record in the above-entitled cause, in connec- 
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tion with the petition for review heretofore filed 
by Basalt Rock Co., Inc., including the following 
documents and records: 


1. Docket entries of all proceedings before the 
Tax Court; 

2. All pleadings before the Tax Court, melud- 
ing the following: 

(a) Petition, including Exhibit A attached there- 
to; 

(b) Request for place of hearing; 

(c) Answer; [243] 

(d) Motion for leave to file amendments to peti- 
tion ; 

(e) Amendments to petition; 

(f) Answer to amendments to petition; 

(¢) Motion for leave to file second amendments 
to petition; 

(h) Second amendments to petition; 

(1) Answer to second amendments to petition; 

3. Stipulation of facts; 

4. Order of continuance; 

5. Supplemental stipulation of facts; 

6. Entire transcript of hearings December 13, 
1946, at San Francisco, California, and February 
12, 1947, in Washington, D. C.; 

7. All of the exhibits in said cause, being: 


Petitioner’s Exhibit 1. United States corpora- 
tion income and declared value excess profits tax 
return for calendar year 1942 filed by Basalt Rock 
Company, Ince. 

Petitioner’s Exhibit 2. United States corpora- 
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tion excess profits tax return for calendar year 
1942 filed by Basalt Rock Company, Ine. 

Petitioner’s Exhibit 3. Claim for refund by 
Basalt Rock Company, Inc., for $530,996.76, over- 
payment on account of excess profits tax paid for 
period from January 1, 1942, to December 31, 
1942. 

Petitioner’s Exhibit 4. Original opinion of the 
Tax Court of the United States in West End Fur- 
niture [244] Company v. Commissioner of Inter- 
nal Revenue, Docket No. 5688. 

Petitioner’s Exhibit 5. Motion for leave to file 
motion for deletion of certain portions of opinion 
in West End Furniture Company v. Commissioner 
of Internal Revenue, Docket No. 5688, in the Tax 
Court of the United States; 

Motion for deletion of certain portions of the 
court’s opinion promulgated March 22, 1946, in 
West End Furniture Company v. Commissioner of 
Internal Revenue; 

Order of the Tax Court of the United States 
dated August 7, 1946, granting motion for deletion 
of certain portions of Court’s opinion promulgated 
March 22, 1946, in West End Furniture Company 
v. Commissioner of Internal Revenue. 

Petitioner’s Exhibit 6. Letter dated December 
4, 1946, from Colin F. Stam, Chairman of Joint 
Committee on Internal Revenue Taxation, to Harry 
R. Horrow. 

Respondent’s Exhibit A. Memorandum for Chief 
Counsel, Bureau of Internal Revenue, from Deputy 
Commissioner E. I. MeLarney. 
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8. Majority opinion of the Tax Court, dissent- 
ing opinion of Judges Van Fossan, Arundell, Black 
and Johnson, and dissenting opinion of Judges 
Kern, Arundell and Black; [245] 

9. Respondent’s computation for entry of de- 
C1S10N ; 


10. 
iD 
12. 
13. 
14. 
15. 
16. 
AT. 


Decision of the Tax Court; 

Motion of petitioner to vacate decision ; 
Order vacating decision ; 

New decision ; 

Petition for review ; 

Notice of filing petition for review; 

Notice of Appeal; 

This designation of contents of record on 


review. 


/s/ SIGVALD NIELSON, 


/s/ HARRY R. HORROW, 
Attorneys for Petitioner. 


(Service acknowledged 9/29/48.) 


/3s/ CHARLES OLIPHANT, 
Chief Counsel, 
Bureau of Internal Revenue. 


[Endorsed]: T.C.U.S. Filed Sept. 29, 1948. [246] 
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CERTIFICATE 


I, Victor 8. Mersch, clerk of The Tax Court of 
the United States do hereby certify that the fore- 
going pages, 1 to 246, inclusive, contain and are a 
true copy of the transcript of record, papers, and 
proceedings on file and of record in my office as 
called for by the Praecipe in the appeal (or ap- 
peals) as above numbered and entitled. 


In testimony whereof, I hereunto set my hand 
and affix the seal of The T'ax Court of the United 
States, at Washington, in the District of Columbia, 
this 21st day of October, 1948. 


(Seal) /s/ VICTOR S. MERSCH, 
Clerk, The Tax Court of the United States. 


[Endorsed]: No. 12080. United States Court of 
Appeals for the Ninth Circuit. Basalt Rock Co., 
Inc., Petitioner, vs. Commissioner of Internal Rev- 
enue, Respondent. Transcript of the Record. Peti- 
tion to Review a Decision of The Tax Court of the 
United States. 


Filed November 1, 1948. 


/s/ PAUL P. O’BRIEN, 
Clerk of the United States Court of Appeals for 
the Ninth Circuit. 
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In the United States Court of Appeals 
For the Ninth Circuit 


No. 12080 


BASALT ROCK CO., INC., 
Petitioner on Review, 
vs. 


GEORGE J. SCHOENEMAN, Commissioner of 
Internal Revenue, 
Respondent on Review. 


STATEMENT OF POINTS ON WHICH 
PETITIONER INTENDS TO RELY 


Basalt Rock Co., Inc., Petitioner herein, makes 
the following statement of the points on which it 
intends to rely upon the petition for review here- 
iia 


1. The Tax Court erred in failing to hold that 
the phrase ‘‘corporation surtax net income, com- 
puted under section 15’’ in section 710(a)(1)(B) 
of the Internal Revenue Code refers to the specific 
corporation surtax net income computed under sec- 
tion 15 of Chapter 1 on which the surtax provided 
in Chapter 1 is imposed. 

2. The Tax Court erred in failing to hold that 
the so-called 80 per cent limitation prescribed in 
section 710(a)(1)(B) on the amount of excess prof- 
its tax must be determined by using the regular 
method of accounting applicable in determining the 
taxpayer’s surtax net income under Chapter 1. 

3. The Tax Court erred in holding that the per- 
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centage of completion method of accounting elected 
by the taxpayer with respect to its long-term con- 
tracts applied in the determination of the taxpay- 
er’s corporation surtax net income computed under 
Chapter 1 for purposes of section 710(a)(1)(B). 

4. The Tax Court erred in holding that the 
taxpayer for the year 1942 had two corporation sur- 
tax net incomes computed without regard to sec- 
tion 26(e), one computed under section 15 for the 
purposes of the surtax under Chapter 1, and the 
other computed under section 710(a)(1)(B) for 
the purposes of the excess profits tax. 

5. The Tax Court erred in holding that said 
election under section 736(b) required the use of 
the elected method of accounting for every purpose 
of the excess profits tax. 

6. The Tax Court erred in failing to hold that 
the percentage of completion method of accounting 
elected applied only to the determination of the 
excess profits net income on which the excess prof- 
its tax is computed under section 710(a)(1)(A). 

7. The Tax Court erred in failing to hold that 
section 710(a) (1) (A) and section 710 (a) (1) (B) pro- 
vide alternative and mutually exclusive methods of 
computing the taxpayer’s excess profits tax labil- 
ity. 

8. The Tax Court erred in failing to hold that 
section 710(a)(1)(B) prescribes a computation of 
the excess profits tax wholly divorced from and 
independent of all other excess profits tax provi- 
sions contained in subchapter (e) of Chapter 2. 

9. The Tax Court erred in construing section 
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710(a)(1)(B) as providing for a computation of 
income instead of a computation of tax. 

10. The Tax Court erred in holding that the 
application of the elected method of accounting in 
computing the excess profits tax under section 710 
(a)(1)(B) was required by a rule of consistency. 

11. The Tax Court erred in failing to hold that 
there is no consistency required between section 710 
(a)(1)(A) and section 710(a)(1)(B), since these 
sections are basically inconsistent with each other. 

12. The Tax Court erred in failing to hold that 
all of the factors of computation of tax prescribed 
in section 710(a)(1)(B) must be computed on a 
consistent basis, namely, the use of the completed 
contract method of accounting for long-term con- 
tracts. 

13. The Tax Court erred in holding that the 
Commissioner’s regulation prescribing the use of 
the percentage of completion method elected under 
section 736(b) in determining corporation surtax 
net income for the purposes of section 710(a)(1) 
(B) is valid. 

14. The Tax Court erred in failing to hold that 
the taxpayer’s excess profits tax for the vear 1942 
must be computed by subtracting its normal tax 
and surtax liability from 80 per centum of the 
amount of $821,086.11. 

15. The Tax Court erred in holding that the 
taxpayer’s excess profits tax for the vear 1942 
should be computed by subtracting its normal tax 
and its surtax liability from 80 per centum of the 
amount of $2,120,523.10. 
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16. The Tax Court erred in ordering and de- 
ciding that there is due from the taxpayer for the 
year 1942 a deficiency in excess profits tax in the 
amount of $355,342.21. 

17. The Tax Court erred in failing to determine 
and decide that there is due to taxpayer an over- 
payment of excess profits tax for the year 1942 in 
the amount of $935,575.38. 


Dated, San Francisco, California, November 9, 
1948. 
/s/ SIGVALD NIELSON, 
/s/ HARRY R. HORROW, 


Attorneys for Petitioner on Review. 


[Endorsed]: Filed November 10, 1948. Paul P. 
O’Brien, Clerk. 
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[Title of U.S. Court of Appeals and Cause. ] 


DESIGNATION OF PARTS OF RECORD 
NECESSARY FOR CONSIDERATION 


Basalt Rock Co., Inc., Petitioner herein, desig- 
nates as necessary for the consideration of the 
points relied on: 

1. The whole of the record certified by the Clerk 
of the Tax Court of the United States; 

2. Stipulation for consideration of exhibits in 
form as certified ; 

3. Order for consideration of exhibits in form 
as certified. 


Dated, San Francisco, California, Nov. 9, 1948. 


/s/ SIGVALD NIELSON, 
/s/ HARRY R. HORROW, 
Attorneys for Petitioner on Review. 


(Affidavit of Service attached.) 


[Endorsed]: Filed November 10, 1948. Paul P. 
O’Brien, Clerk. 


[Title of U. S. Court of Appeals and Cause. j 


STIPULATION FOR CONSIDERATION OF 
EXHIBITS IN FORM AS CERTIFIED 


Basalt Rock Co., Inc., Petitioner, and George 
J. Schoeneman, Commissioner of Internal Reve- 
nue, Respondent, upon the petition on file herein 
for review of the decision of the Tax Court of the 
United States, hereby stipulate that the following 
exhibits need not be printed as part of the record, 
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but may be considered in the form certified by the 
Clerk of the Tax Court of the United States, and 
in such form shall constitute 2 part of the record 
on review: 


Petitioner’s Exhibit 1. United States corporation 
income and declared value excess profits tax return 
for calendar year 1942 filed by Basalt Rock Com- 
pany, Inc.; 


Petitioner’s Exhibit 2. United States corporation 
excess profits tax return for calendar year 1942 
filed by Basalt Rock Company, Inc. 


Said exhibits are very voluminous and neither 
of said exhibits can feasibly be reproduced by 
printing, and for that reason the printing of said 
exhibits should be dispensed with. 


Dated November 5th, 1948. 


/s/ SIGVALD NIELSON, 


/s/ HARRY R. HORROW, 
Attorneys for Petitioner. 


/s/ THERON L. CAUDLE, 
Assistant Attorney General. 
Attorney for Respondent. 


[Endorsed]: Filed November 12, 1948. Paul P. 
O’Brien, Clerk. 
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[Title of U. S. Court of Appeals and Cause.] 


ORDER FOR CONSIDERATION OF 
EXHIBITS IN FORM AS CERTIFIED 


Upon the stipulation of petitioner and respond- 
ent on file herein, and good cause appearing there- 
for, it is hereby Ordered that Petitioner’s Exhibit 
1 and Petitioner’s Exhibit 2 need not be printed 
as part of the record but may be considered in the 
form certified by the Clerk of the Tax Court of the 
United States, and in such form shall constitute a 
part of the record on appeal. 


Dated, San Francisco, California, November 10, 
1948. 


/s/ WILLIAM DENMAN, 
Chief Judge of the United States Conrt of Appeals 
for the Ninth Circuit. 


(Acknowledgement of Service.) 


[Endorsed]: Filed November 12, 1948. Paul P. 
O’Brien, Clerk. 


